TUESDAY,  DECEMBER  28,  1976 

PART  IV 


SECURITIES  AND 
EXCHANGE 
COMMISSION 


SHORT  SALES  OF 
SECURITIES  AND 
PROHIBITIONS  RELATING 
TO  PUBLIC  OFFERINGS 


Proposed  Rulemakins 


56530 


PROPOSED  RULES 


SECURITIES  AND  EXCHANGE 
COMMISSION 
[  17  CFR  Part  240  ] 

[Release  No.  34-13091;  Pile  No.  S7-666] 

SHORT  SALES  OF  SECURITIES 

Public  Fact-Finding  Investigation  and 
Rulemaking  Proceeding 

The  Securities  and  Exchange  CommiS' 
Sion  announced  today  that  it  has  ordered 
a  pubUc  investigatory  and  rulemaking 
proceeding  to  ascertain  facts,  conditions, 
practices  and  other  matters  relating  to 
short  sales  of  securities  registered,  or 
admitted  to  unlisted  trading  privileges, 
on  national  securities  exchanges.  The 
purpose  of  this  investigatory  and  rule- 
making  proceeding  is  to  gather  evidence 
as  to  whether  regulation  of  short  sales 
of  all  securities  registered,  or  admitted 
to  unlisted  trading  privileges,  on  national 
securities  exchanges  of  the  type  cur¬ 
rently  provided  by  the  Commission’s  pri¬ 
mary  short  sale  rule.  Rule  lOa-1  (17  CFR 
240.10a-l)  under  the  Securities  Ex¬ 
change  Act  of  1934  (the  “Act”)  (15 
U.S.C.  78a  et  seq.,  as  amended  by  F*ub. 
L.  No.  94-29  (Jime  4,  1975),  is  needed  in 
today’s  regulatory  environment.^ 

In  connection  with  this  investigatory 
and  rulemaking  proceeding,  the  Com¬ 
mission  is  publishing  for  comment  pro¬ 
posed  temporary  Rules  10a-3(T)  [A], 
10a^3(T)[B]  and  10a-3(T)  [Cl  (17  CFR 
§§  240.10a-3(T)  [Al,  240.10a-3(T)  IB] 
and  240.10a-3(T)  [CD  and  proposed 
Rule  lOb-11  (17  CFR  §  240.10b-ll). 
Proposed  Rules  10a-3(T)[A],  10a^3(T) 
[B],  and  10a-3(T)  [Cl  would  susc>end  in 
part,  to  varying  degrees,  the  (H>eratlon 
of  the  “tick”  test  provisions  of  Rule  lOa-1 
under  the  Act,  while  proposed  Rule  1  Ob- 
11  would  establish  explicit  borrowing  re¬ 
quirements  in  connection  with  short 
sales.  The  Commission  invites  written 
views,  data  and  arguments  with  respect 
to  whether  the  Commission  should  adopt 
any  of  the  alternative  rules  regarding 
the  suspension  of  the  “tick”  test  pro¬ 
posed  herein  (or  some  variation  thereof) , 
as  well  as  with  respect  to  various  other 
Issues  and  questions  discussed  herein 
relating  to  the  need  for  or  manner  of 
regulating  short  sales. 

The  investigatory  and  rulemaking 
proceeding  commenced  today  is  intended 
to  be  the  first  step  in  a  thorough  and 
comprehensive  reexamination  of  short 
sale  regulation  in  the  light  of  changing 
market  and  regulatory  conditions  and 
to  provide  a  framework  for  public  dis¬ 
cussion  of  the  Issues  involved.  In 
commencing  this  proceeding,  and  in  pub¬ 
lishing  for  comment  proposed  ules  10a^3 
(T)  [A],  10a-3(T)  [Bl,  and  10a-3(T)  tCl, 
the  Commission  wishes  to  emphasize, 
however,  that  it  has  reached  no  conclu¬ 
sions  with  respect  to  the  desirability  of 
removal,  either  in  whole  or  in  part,  of  the 
existing  “tick”  test  provisions  of  Rule 


1  See  Securities  Exchange  Act  Release  No. 
12384  (AprU  28,  1976)  at  3,  41  FR  19229 
(1976).  The  Commission’s  short  sale  rules 
under  the  Act  are  Rules  3l>-3,  lOa-1,  and 
lOa-2  (17  CPR  240.3b-3. 240.10a-l,  240.10a-2) . 


lOa-1.  Assuming  that  such  removal  would 
be  appropriate,  at  least  on  an  eiqperi- 
mental  basis,  the  Commission  has  also 
not  resolved  either  the  scope  or  timing 
of  such  an  experiment. 

First,  as  more  fully  discussed  infra, 
the  Commission  may  wish  to  defer  the 
commencement  of  any  deregulation  ex¬ 
periment  until  it  has  in  place  a  com¬ 
prehensive  monitoring  and  data  collec¬ 
tion  program  with  respect  to  short  sell¬ 
ing  and  has  gathered  data  for  compari¬ 
son  purposes  with  respect  to  short  sale 
activity  under  the  existing  regulatory 
environment.  In  addition,  because  of  the 
significant  structural  changes  now  oc¬ 
curring  in  the  securities  markets,  the 
Commission  may  wish  to  defer  a  deregu¬ 
lation  experiment  relating  to  short  sell¬ 
ing  until  it  has  had  a  further  opportunity 
to  observe  the  effects  of  these  changes  in 
functioning  of  the  markets.  For  exam¬ 
ple,  the  Commission  is  currently  con¬ 
sidering  rule  proposals  filed  by  several 
national  securities  exchanges  contem¬ 
plating  the  introduction  of  trading  in 
put  options.  On  July  7,  1976,  the  Com¬ 
mission  announced  (in  Securities  Ex¬ 
change  Act  Release  No.  12601),  that, 
while  it  would  not  make  a  decision  re¬ 
specting  the  initiation  of  exchange  puts 
trading  until  after  January  1,  1977,  in 
order  to  fuUy  analyze  a  number  of  un¬ 
resolved  regulatory,  surveillance  and 
economic  issues,  it  “recognize [d]  the 
economic  logic  for  the  extension  of  exist¬ 
ing  exchange  option  trading  to  include 
puts.”  Should  the  Commission  authorize 
a  pilot  program  in  puts  trading  after 
January  1, 1977,  it  may  be  appropriate  to 
defer  any  short  sale  deregulation  experi¬ 
ment  until  the  impact  of  exchange  put 
trading  on  the  securities  markets  can  be 
reviewed  In  light  of  actual  experience. 

Finally,  the  Commission  wishes  to 
point  out  that  the  commencement  of  this 
Investigatory  and  rulemaking  proceed¬ 
ing  does  not  at  this  time  alter  the  exist¬ 
ing  short  sale  regulatory  scheme.  All 
persons  are  reminded  that,  imtil  such 
time  (if  ever)  as  the  Commission  takes 
further  action  to  adopt  one  of  the  al¬ 
ternative  rules  proFKJsed  herein  (  or  some 
variation  thereof) ,  short  sales  of  sectiri- 
ties  registered,  or  admitted  to  imlisted 
trading  privileges  on,  national  securi¬ 
ties  exchanges,  must  comply  fully  with 
Rule  1  Oar-1  under  the  Act  (and  all  other 
applicable  provisions  of  the  federal  se¬ 
curities  laws) , 

I.  Background 

Short  selling  has  been  the  subject  of 
Commission  regulation  since  1938.“  The 


*In  1934,  the  Senate  Banking  and  Ciir- 
rency  Committee  found  that  “few  subjects 
relating  to  exchange  practices  have  been 
characterized  by  greater  differences  of  opin¬ 
ion  than  that  of  short  selling.”  S.  Rept.  No. 
1465,  Report  on  Stock  Exchange  Practices  of 
the  Senate  Comm,  on  Banking  and  Currency. 
73d  Cong.,  2d  Sess.  60  (1934)  (“S.  Rept.  No. 
1465”).  See  also  Id.  at  60-54;  Committee  on 
Stock  Exchange  Regulation,  Report  to  Se<ae- 
tary  of  Commerce,  73d  Cong.,  2d  Bess.  17 
(Comm.  Print  1934) .  Rather  than  abolish  the 
practice,  however.  Congress  granted  the  Com¬ 
mission  plenary  power  to  regulate  short  sales 
In  listed  secmltles  In  order  to  “purge  the 


Commission  has  consistently  analyzed 
short  sale  regulation  in  terms  of  three 
possible  objectives: 

(i)  Allowing  relatively  imrestricted 
short  selling  in  an  advancing  market; 

(ii)  Preventing  short  selling  at  suc¬ 
cessively  lower  prices,  thus  eliminating 
short  selling  as  a  tool  for  driving  the 
market  down;  and 

(Hi)  Preventing  short  sellers  from 
accelerating  a  declining  market  by 
exhausting  all  remaining  bids  at  one 
price  level,  causing  successively  lower 
prices  to  be  established  by  long  sellers.* 

Prior  to  April  30,  1976,  the  permissi- 
biUty  of  short  sales  under  Rule  lOa-1 
(17  CFR  §  240.10a^l)  was  determined  for 
a  particular  exchange  by  applying  the 
so-called  “tick”  test  to  the  proposed 
short  sale,  comparing  the  price  of  the 
proposed  short  sale  to  immediately  pre- 
cediijg  transactions  in  the  security  to  be 
sold  short  occurring  on  that  exchange. 
Thus,  Rule  lOa-1  (17  CPR  §  240.10a-l), 
as  then  in  effect,  prohibited  the  short 
sale  of  any  security  on  an  exchange  be¬ 
low  the  price  at  which  the  last  sale  was 
effected  (i.e.,  on  a  minus  tick)  or  at  the 
last  sale  price  if  the  immediately  pre¬ 
ceding  trade  at  a  different  price  was 
higher  ( i.e.,  on  a  zero  minus  tick)  .*  “Re¬ 
gional”  stock  exchanges,  however,  could 
avail  themselves  of  the  so-called  “equal¬ 
izing  exemption”  to  the  foregoing  general 
rule  provided  in  paragraph  (d)  (6)  of 
Rule  lOa-1,  as  in  effect  prior  to  amend¬ 
ment,  which  permitted  a  short  sale  on  an 
exchange  if  necessary  to  equalize  the 
price  of  a  security  with  its  current  price 
in  the  “principal  exchange  market”  for 
that  security."  Thus,  this  exemption  per- 

markets  of  the  abuses  connected  with  these 
practices.”  S.  Rep.  No.  1456  at  66.  See  also 
H.R.  Rep.  No.  1383,  73d  Cong.,  2d  Sess.  11 
(1934). 

The  Commission  did  not  adc^t  a  rule  im¬ 
mediately,  but  Instead,  In  1935,  requested  the 
exchanges  to  regulate  the  practice.  Securities 
and  Exchange  Commission,  First  Annual  Re¬ 
port  16  (1935).  The  exchanges  adopted  gen¬ 
eral  rules  prohibiting  all  sales  which  had  the 
effect  of  “demoralizing”  the  market.  Includ¬ 
ing  a  short  sale  below  the  previous  sale.  2  Se¬ 
curities  &  Exchange  Ck>mmission.  Report  of 
Special  Study  of  Securities  Markets,  H.  Doc. 
No.  96,  88th  Cong.,  1st  Sess.  251  (1963) 
(“Sp^lal  Study”).  Following  a  study  of  the 
market  break  of  1937,  however,  the  Commis¬ 
sion  adopted  Its  own  rule,  which  prohibited 
all  shtwt  sales  at  or  below  the  last  sale.  Securi¬ 
ties  Exchange  Act  Release  No.  1548  (January 
24,  1938),  3  FR  213  (1938).  New  York  Stock 
Exchange  (“NYSE”)  officials  urged  revision 
of  the  rule  and  the  Commission  adopted  the 
rule  In  the  form  which  was  In  effect  until 
April  30,  1976,  In  March,  1939.  Securities  Ex¬ 
change  Act  Release  No.  2039  (March  10, 
1939),  4  PR  1209  (1939).  See  2  Special  Study 
252. 

*  Securities  Exchange  Act  Release  No.  11468 
(June  12, 1976)  at  3,  40  PR  25443  (1975) . 

‘  See  generally  Securities  Exchange  Act  Re¬ 
lease  No.  2039  (March  10,  1939),  4  PR  1209 
(1939).  2  Special  Study  251-62. 

*See  Secmities  Blxchange  Act  Release  No. 
1679  (February  10,  1938),  3  PR  382  (1938). 
Operation  of  the  equalizing  amendment  tin¬ 
der  Rule  lOa^l,  as  in  effect  prior  to  amend¬ 
ment  and  under  the  rule  aftw  amendment 
on  June  12,  1975,  Is  discussed  in  Securities 
Exchange  Act  Release  No.  11468  (June  12, 
1975) ,  40  FR 26442  (1976). 
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mitted  a  short  sale  to  be  effected  on  a 
“regnal”  exchange  at  a  price  equal  to 
the  last  sale  in  the  priman^  market  re¬ 
gardless  of  whether  the  last  sale  in  that 
market  was  effected  on  a  plus  or  minus 
tick  and  regardless  of  whether  the 
"equalizing”  short  sale  repres^ted  a 
minus  tick  in  the  market  in  which  it  was 
executed.  Finally,  although  section  10(a) 
of  the  Act  (15  U.S.C.  78J(a))  authorizes 
the  Commissimi  to  adopt  comprehensive 
short  sale  regulation  for  secmities  "reg¬ 
istered”  on  a  national  securities  ex¬ 
change,  whether  such  sales  are  effected 
thereon  or  by  means  of  another  instru¬ 
mentality  of  interstate  commerce.  Rule 
lOa^l,  as  in  effect  prior  to  June  12,  1975 
((m  which  date  amendments  to  the  rule 
were  adopted  which  became  operative  on 
April  30, 1976) ,  sqnilied  only  to  exchange 
transactions. 

On  June  12,  1975,  the  Commission 
adopted  amendments  to  its  short  sale 
rules  to  provide  for  comprehensive  regu¬ 
lation  of  short  sales  of  listed  securities  in 
all  markets  (including  the  over-the- 
counter  market)  in  conjunction  with  the 
full  implementation  of  the  consolidated 
transaction  reporting  system  (the  “con¬ 
solidated  system”)  contemplated  by  Rule 
17a-15  imder  the  Act  (17  CFR  {  240.17a- 
15)  .*  Those  amendments,  which,  as  noted 


*  Securities  Exchange  Act  Release  No.  11468 
(June  12.  1876),  40  FR  25442  (1975).  The 
desirsbiUty  of  such  comprehensive  regula¬ 
tion  ot  short  selling  was  recognized  by  the 
Commission  In  Its  Policy  Statement  on  the 
Structure  of  a  Central  Market  System.  See 
Securities  and  Exchange  Commission,  Policy 
Statement  on  the  Stnicture  of  a  Central 
Market  System  (March  29,  1973)  at  32.  66. 
See  also  Advisory  Committee  on  a  Central 
Market  System.  Interim  Report  to  the  Secu- 
rltlee  and  Exchange  Commission  on  Regula¬ 
tion  Needed  to  Inq>lement  a  Composite 
Ttanaactl<m  Reporting  System  (October  11. 
1972)  ("Advisory  Committee  Interim  Re¬ 
port”). 

The  Commission  first  published  proposed 
amendments  to  the  shmrt  sale  rules  on  March 
6.  1974.  Securities  Exchange  Act  Release  No. 
10668  (March  6.  1974),  39  PTt  10604  (1974) 
and.  after  revisions  In  light  of  the  comments 
received,  adapted  those  amendments  on  Sep¬ 
tember  27,  1974  (effective  October  4.  1974) 
(the  "October  Amendments” ) .  Securities  Ex¬ 
change  Act  Release  NO.  11030  (September  27. 
1974),  89  m  35570  (1974).  The  October 
Amendmmts  to  Rules  lOa-1  and  lOa-2  were 
suspended  temporarily  by  the  Commission 
pending  further  study  in  response  to  repre¬ 
sentations  made  to  the  Commission  by  cer¬ 
tain  self -regulatory  organizations  that  Imple- 
mentatlcm  of  the  October  Amendments  would 
result  In  serious  operational  and  other  diffi¬ 
culties  In  regulating  short  sale  transactions 
In  their  markets.  Securitiee  Exchange  Act  Re¬ 
lease  No.  11066  (October  17.  1974).  39  FR 
37971  (1974).  See  also  Securities  Exchange 
Act  Release  Noe.  11061  (Octobm  15. 1974)  and 
11051A  (November  17.  1974).  On  March  5. 
1975.  the  Commission  published  for  comment 
additional  prc^>osed  amendments  to  Rule 
lOa-1  (the  “March  Proposals”),  which  were 
Intended  to  amellOTate  the  difficulties  per¬ 
ceived  by  those  self -regulatory  organizations. 
Securities  Exchange  Act  Release  No.  11276 
(March  5.  1975).  40  FR  12522  (1975).  The 
amendments  to  the  short  sale  rule  adopted 
on  June  12.  1975.  In  substance,  are  an  Im¬ 
plementation  of  the  March  Proposals. 

On  June  12.  1976.  the  Commission  also 
proposed  certain  additional  amendments  to 


above,  became  operative  on  April  30, 
1976,^  prohibit  any  person  from  effecting 
a  short  sale  of  a  reported  securilar  at  a 
price  below  the  price  of  the  last  sale 
thereof,  or  at  the  price  of  the  last  sale 
thereof  if  the  preceding  different  sale 
was  effected  at  a  higher  price,  reported 
in  the  consolidated  system.'  In  addition 
to  altering  the  reference  point  for  deter¬ 
mining  the  permissibility  of  short  sales 
(which  theretofore,  as  discussed  above, 
had  been  the  last  sale  on  the  several  ex¬ 
changes),  the  sunendments  also  altered 
the  reference  point  for  so-called  “equal¬ 
izing  short  sales”  to  refer  to  the  last  sale 
reported  in  the  consolidated  system.* 
Finally,  as  amended  on  June  12,  1975, 
Rule  lOa-1  permits  an  exchange  to  make 
an  election  as  to  whether  short  sales  of 
reported  securities  in  its  market  are  to 
be  governed  by  a  “tick”  test  referenced 
to  the  last  sale  reported  in  the  consoli¬ 
dated  system  or  one  referenced  to  the 
last  sale  reported  in  that  exchange's 
market.” 

In  the  course  of  the  Commission’s  re¬ 
view  of  short  sale  regulation  during  the 
process  of  fmmulating  the  recent  amend¬ 
ments  to  its  short  sale  rules  and  consid¬ 
eration  of  certain  short  sale  rule 
proposals  advanced  by  the  “regional”  ex- 
clu^es,^'  the  Cmmnission  has  reconsid- 


tbe  short  sale  rules.  The  proposed  amend¬ 
ments  related  to  (1)  the  reference  point  fmr 
appUcatlon  of  the  "tick”  test  undn*  para¬ 
graph  (a)(1)  of  Rule  lOa-1  and  (11)  the 
scope  the  exemption  afforded  by  pargaraph 
(e)  (6)  of  that  rule.  After  reviewing  the  com¬ 
ments  received  on  the  proposals  (including 
the  views  of  certain  s^-regulatory  organiza¬ 
tions  presented  at  a  public  meeting  held  on 
April  26.  1976) ,  the  Commission  determined 
to  withdraw  the  proposed  amendments.  Secu¬ 
rities  Exchange  Act  Release  No.  12384  (AprU 
28.  1976).  41  FB  19229  (1976). 

’’  See  Securities  Exchange  Act  Release  Nos. 
12138  (February  25,  1976)  and  12384  (April 
28.  1976),  41  FR  19229  (1976). 

■See  Securities  Exchange  Act  Release  No. 
11030  (September  30,  1974)  at  1,  39  FR  35570 
(1974). 

•Rule  lOa-1  (e)(6)  (17  CFR  $  240.10a-l(e) 
(6) ) .  The  amendments  contain  certain  other 
minor  changes  frcnn  Rule  lOa-1  as  in  ^ect 
prior  to  those  amendments.  See  Securities  Ex¬ 
change  Act  Release  Nos.  11030  (September  27, 
1974).  39  FR  35670  (1974)  and  11468  (June 
12. 1975),  40  FR  25442  (1975) . 

"’This  aspect  of  the  sh<»:t  sale  rule,  as 
amended,  was  designed  to  ameliorate  poten¬ 
tial  regulatory  and  c^jeratlonal  problems  per¬ 
ceived  by  certain  exchanges  with  a  uniform 
short  sale  lule  employing  a  "tick”  test  refer¬ 
enced  to  the  consolidated  system.  See  Secu¬ 
rities  Exchange  Act  Release  No.  11468  (June 
12.  1975)  at  5,  40  FR  25444  (1975).  To  date 
such  elections  have  been  made  by  the  NYSE 
and  the  American  Stock  Exchange  (“Amex”) . 
See  Securities  Exchange  Act  Release  Nos. 
12201  (March  12.  1976).  41  FB  11907  (1976). 
and  12357  (AprU  21,  1976).  41  FR  17633 
(1976) .  Rule  lOa-1.  as  amended,  also  permits 
an  exchange  to  foreclose  use  of  the  equalizing 
exemption  by  its  q>ecialists  and  market  mak¬ 
ers.  Securities  Exchange  Act  Release  No. 
11468  (June  12.  1975)  at  5.  40  FB  25444 
(1975).  WhUe  the  NYSE  has  chosen  to  fme- 
close  use  of  the  equalizing  exemption  by  its 
specialists,  the  Amex  has  not. 

^  See  Securities  Exchange  Act  Release  No. 
12384  (^rU  28,  1876),  41  FR  19229  (1976). 


ered  the  nature  and  role  of  such  regula¬ 
tion  and  has  concluded  that  the  con¬ 
tinuation  of  the  short  sale  rules,  and 
regulation  of  short  selling,  may  no  longer 
be  required  except  perhaps  in  certain 
limited  circumstances  (e.g.,  in  connection 
with  underwritten  offerings,  and  possibly 
other  circumstances.)  ”  In  reaching  this 
conclusion,  the  Commission  has  consid¬ 
ered,  among  other  things,  (i)  the  fact 
that,  despite  efforts  to  achieve  imiform 
and  comprehensive  regulation  of  short 
selling,  the  recent  amendments  and  pro¬ 
posals  have  demonstrated  the  increasing 
complexity  of  the  short  sale  rules  and 
the  fact  that  Rule  lOa-1  has  had,  and 
continues  to  have,  an  undesirable  ccan- 
petitive  impact  on  individual  market  cau- 
ters  as  a  consequence  of  differences  in 
its  application  to  different  categories  at 
market  participcuits,  (ii)  the  lack  of  reli¬ 
able  information  (including  current  sta¬ 
tistical  studies)  with  respect  to  the  pat- 
tom  of  short  selling  in  today’s  markets, 
ihe  general  effect  of  short  selUng,  and  the 
efficacy  of  short  sale  regulation  as  cur¬ 
rently  in  effect,  (iii)  vdiether  the  goals 
of  short  sale  regulation  continue  to  be 
desirable  objectives  (particularly  if  they 
can  be  pursued  only  by  means  of  short 
sale  rules  of  the  type  currenthr  em¬ 
ployed)  ,  and  (iv)  the  growing  support  of 
academicians  and  certain  self -regulatory 
organizatkms  ”  for  the  elimination  of 
sluHt  sale  regulation  except  to  the  extoit 
that  short  selling  is  used  as  a  manipula¬ 
tive  device. 

A.  Competitive  Impact  of  Short  Sale 
Rule.  As  more  fuDy  set  forth  below, 
short  sale  regulation,  by  its  very  nature, 
has  allegedly  imposed  burdens  on  com¬ 
petition  by  restricting  short  selling  un¬ 
der  certain  circiimstances,  thereby  pre¬ 
cluding  short  sellers  from  competing 
with  long  sellers  for  executions  when  the 
provisions  of  the  short  sale  rule  apply.” 

Moreover,  the  short  sale  rule  has  al¬ 
ways  applied  differently  to  various  mar¬ 
ket  centers  and  has  differentiated  in  its 
application  among  types  of.  short  sellers. 
Because  of  the  "tick”  test  me(hanlsm  by 
which  existing  short  sale  regulation 
functions  and  the  operation  of  the 
“equalizing  exemption,”  short  sales  at  a 
given  ixice  which  can  be  effected  legally 
in  one  market  may  not  be  permissible  in 
another  market.  Similarly,  the  existing 
short  sale  regulatory  scheme  has  estab¬ 
lished  relatively  favored  and  disfavored 
categories  of  short  sellers  in  terms  of 
the  price  levels  at  which  permissible 
short  sales  may  be  effected  under  the 
rule.  As  a  result,  it  is  argued  that  the 
operation  of  Rule  lOa-1  has  had,  and 
continues  to  have,  an  impact  on  the  al¬ 
location  of  order  flow  amcmg  the  various 
market  centers — an  impact  substantial 


» Id.  at  2.  41  FB  19230  (1976) . 

*■  See  note  90  Infra. 

’■See  diacusslon  at  p.  47  Infra.  It  Is  also 
argued  Ibat  the  limitations  on  sellers  created 
by  the  short  sale  rule  may  have  adverse  ef¬ 
fects  on  purchasers  who  wUl  wish  to  buy  at 
as  low  a  price  as  is  available  In  an  open  mar¬ 
ket. 
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enough  to  tiffect  ccxnpetition  among 
these  centers  “ 

B.  Studies  of  Short  Selling.  Consid¬ 
eration  of  whether  short  sale  regulation 
continued  to  be  appropriate  in  today’s 
markets,  in  light  ol  the  burdens  on  com¬ 
petition  which  allegedly  result  frcan  such 
regulation,  has  been  hampered  by  a 
lack  of  data  concerning  short  selling, 
particvdarly  on  “regional”  exchanges 
and  in  the  over-the-coimter  market," 
Moreover,  although  several  studies  have 
been  conducted  dining  the  past  forty 
years  with  respect  to  short  sale  activities, 
those  studies  do  not  demonstrate  conclu¬ 
sively  the  effects  of  short  selling  or  the 
efficacy  of  short  sale  regulation. 

Virtually  no  statistical  information 
concerning  the  incidence  of  short  selling 
was  available  until  1931.”  Although  the 


»*The  recent  history  of  the  Commission’s 
efforts  to  deal  with  these  factors  In  review¬ 
ing  short  sale  regulation  to  comport  with 
the  implementation  of  the  consolidated  sys¬ 
tem  has  been  set  forth  at  length  In  prior 
releases.  See  note  6  supra;  letter  from  Robert 
J.  Birnbaum,  Senior  Vice  President,  Ameri¬ 
can  Stock  Exchange,  Inc.,  to  George  A.  Fitz- 
■immons.  Secretary,  Securities  and  Ex¬ 
change  Commission.  June  20,  1074,  at  5;  let¬ 
ter  from  James  E.  Buck,  Secretary,  New 
York  Stock  Exchange,  Inc.,  to  George  A. 
Fitzsimmons.  Secretary,  Securities  anad  Ex¬ 
change  Commission,  June  1,  1074,  at  6.  8; 
letter  from  Kenneth  I.  Bosenblum,  Vice 
President  and  Counsel,  IhUdwest  Stock  Ex¬ 
change.  Inc.,  to  Robert  G.  Lewis,  Associate 
Director,  Division  of  Market  Regulation,  No¬ 
vember  25,  1074;  letter  from  Arnold  Staloff, 
Vice  President.  PBW  Stock  Exchange,  Inc., 
to  Robert  C.  Lewis,  Associate  Director,  Divi¬ 
sion  of  Market  Regulation,  November  8, 
1074:  letter  from  Charles  J,  Henry,  Vice 
President,  Pacific  Stock  Exchange,  Inc.,  to 
Robert  C.  Lewis,  Associate  Director.  Division 
of  Market  Regulation;  November  14,  1074; 
letter  from  Kenneth  I.  Bosenblum,  Vice 
President  and  Counsel,  Midwest  Stock  Ex¬ 
change,  Inc.,  to  Ray  Garrett,  Jr.,  Chairman, 
Securities  and  Exchange  Commission,  June 
4,  1075,  at  1;  letter  from  Elkins  IVetherlU, 
President,  Philadelphia  Stock  Exchange,  to 
Roderick  M.  HUls,  Chairman,  Securities  and 
Exchange  Commission,  September  30,  1076. 
All  of  these  letters  are  contained  In  Commis¬ 
sion  File  No.  S7-515.  See  also  Advisory  Com¬ 
mittee  Interim  Report,  supra  note  6,  at  3, 
6-7;  Securities  and  Exchange  Commission, 
Forty  First  Annual  Report  14-15. 

>•  See  Securities  Exchange  Act  Release  No. 
11276  (March  S,  1075)  at  2,  40  FR  12522 
(1075). 

”  During  World  War  I.  the  NYSE  coUected 
limited  Information  concerning  short  sales. 
At  that  time,  it  was  feared  that  excessive 
selling  or  "bear  raiding"  in  the  stock  mar¬ 
kets  could  impair  the  war  effort  by  Impair¬ 
ing  public  confidence  and  Interfering  with 
the  fiotation  of  Liberty  Bond  Issues.  J. 
Meeker,  Short  Selling  122  (1032)  (“Meeker”) . 
Moreover,  there  was  concern  that  “|elnemy 
agents  •  •  *  might  wlUngly  lose  large  sums 
of  money  In  raiding  the  market.  If  It  could* 
slow  up  American  war  efforts."  Id.  As  a  re¬ 
sult,  the  NYSE  appointed  a  special  commit¬ 
tee  to  make  recomendatlons  concerning  the 
administration  of  the  NYSE  under  wartime 
conditions.  Id. 

In  November,  1017,  upon  the  recommenda¬ 
tion  of  this  special  committee,  the  NYSE 
adopted  a  resolution  requiring  all  NYSE 
members  and  firms  to  report  dally  the 
amounts  and  identity  of  all  borrowings  of 


NYSE,  following  the  collapse  of  the  mar¬ 
ket  in  October.  1929,  did  conduct  a  sur¬ 
vey  of  the  short  interest  of  its  members 
as  of  November  12,  1929,"  the  collection 
of  short  sale  statistics  on  a  regular  basis 
did  not  begin  until  May  23,  1931,"  and 
then  only  in  the  face  of  allegations  that 
the  severe  market  decline  experienced 
in  the  1929-1931  period  “was  the  work 
of  a  group  of  wicked  bear  raiders — pro¬ 
fessional  speculators — ^who  by  selling 
short  were  driving  prices  lower  and  pre¬ 
venting  recovery.”*  The  first  published 
statistics  which  related  to  the  short  in¬ 
terest  *  of  NYSE  members  in  individual 
stocks  and  on  an  aggregate  basis,  re¬ 
leased  in  late  1931,*  revealed  very  little 


stock  and  on  the  size  of  their  short  position. 
Id.  NYSE  members  were  also  required  to 
attach  to  these  reports  a  sealed  envelope 
containing  the  names  of  those  persons  who 
had  sold  short.  Id.  NYSE  members  and  their 
customers  were  notified  that  “If  any  ‘bear 
raids’  were  attempted,  the  (NYSE]  would 
open  these  envelopes,  discover  the  parties 
responsible  therefor  and  make  the  faqts  pub- 
Uc."  Id.  ’This  latter  step  was  never  taken  and 
the  system  of  reporting  was  abandoned;  the 
information  collected  by  the  NYSE  during 
this  period  was  never  made  public. 

Stock  Exchange  Practices,  Hearings  on  S. 
Res.  84  Before  the  Senate  Conun.  on  Banking 
and  Currency  72d  Cong.,  1st  Sess.  146-47 
(1932)  (testimony  of  Richard  Whitney, 
President,  New  York  Stock  Exchange) 
(“Stock  Exchange  Practice  Hearings"); 
Meeker,  supra  note  17,  at  125,  251.  The  re¬ 
sults  of  this  survey  are  published  In  Stock 
Exchange  Practice  Hearings,  Appendix  to 
Parts  1,  2,  'and  3,  at  12.  ’The  coUectlon  of 
statistics  proceeded  for  several  weeks  and 
was  then  discontinued.  Stock  Exchange  Prac¬ 
tice  Hearings  at  146-47. 

»  Stock  Exchange  Practice  Hearings,  supra 
note  18,  at  45;  Meeker,  supra  note  17,  at  127. 
Certain  statistics  of  a  general  nature  were 
collected  In  late  1930,  but  the  program  began 
in  1931  was  the  first  of  a  systematic  nature. 
Stock  Exchange  Practices  at  45, 147.  ’The  pro¬ 
gram  Initiated  In  May,  1931  required  reports 
on  a  weekly  basis.  Id.  at  45;  Meeker  at  127, 
253.  ’That  program  continued  \mtll  Septem¬ 
ber  21,  1931,  at  which  time  reports  were  re¬ 
quired  on  a  dally  basis.  Stock  Exchange  Prac¬ 
tice  Hearings  at  45;  Meeker  at  127,  256.  Dtdly 
reporting  then  continued  until  September, 
1932,  when  weekly  reports  were  then  relnstl- 
tuted.  F.  Macaulay,  Short  Selling  on  the  New 
York  Stock  Exchange  30  (1951)  ('"Twenti¬ 
eth  Century  Fund  Study”).  After  June,  1933, 
reports  were  made  available  monthly.  Id. 

"J.  Flynn,  Security  Speculation  216 
(1934),  reprinted  In  n  L.  Loss,  Securities 
Regulation  1166  (1961)  (“Loss"). 

“  The  short  Interest  for  a  particular  stock 
Is  the  total  number  of  shares  that  have  been 
sold  short  and  still  have  not  been  covered 
by  a  purchase  at  a  given  date.  G.  Leffier  and 
L.  Farwell,  The  Stock  Market  221  (1963) 
(LefOer  and  Farwell) . 

**  Figures  relating  to  the  size  of  the  short 
Interest  of  NYSE  members  were  released  In 
part  on  October  16.  1931,  by  then  President 
Richard  Whitney  in  a  public  address.  Meeker 
at  128.  On  .October  19,  1931,  the  NYSE  re¬ 
leased  the  full  series  of  aggregate  statistics 
from  May  25,  1931,  through  October  7,  1931. 
Id.  Subs^uently,  on  December  16,  1931,  the 
NYSE  released  complete  statistics  for  the 
aggregate  short  Interest  and  the  short  in¬ 
terest  for  individual  securities  during  the 
period  May  25,  1931,  through  November  30, 
1931.  New  York  Stock  Exchange,  Statistics 
in  Regard  to  Short  Selling  (1931). 


useful  information  concerning  the  rota¬ 
tion  of  short  selling  to  trends  in  secu¬ 
rities  prices.  The  statistics  merely  dem¬ 
onstrated  that  price  declines  of  certain 
securities  were  accompanied  by  both 
rising  and  falling  levels  of  short  interest: 
similarly,  in  situations  where  stocks 
advanced,  both  increases  and  decreases 
in  the  short  interest  were  reported.** 

The  initial  attempt  at  a  comprehensive 
statistical  study  of  the  effects  of  short 
selling  was  conducted  in  late  1933  by  the 
Twentieth  Century  Fund,  Inc.**  Tlie 
study  attempted  to  analyze  the  impact  of 
short  selling  through  an  anah^is  of  the 
published  data  on  the  short  interest  of 
NYSE  members  together  with  certain 
unpublished  statistics  made  available  to 
the  study  group  by  the  NYSE.*  The  study 
concluded  that,  in  general,  short  selling 
did  not  have  “any  appreciable  effect  in 
limiting  the  extremes  to  which  prices 
may  rise.”  *  In  both  long  and  short  term 
stock  movements,  the  study  concluded 
that  short  selling  was  “likely  to  appear 
after  prices  have  started  downward  and 
to  grow  in  volume  as  they  continue  down¬ 
ward,  to  be  covered  through.,  purchases 
either  at  lower  price  levels  or  after  prices 
have  turned  upward.”  *  The  main  tend¬ 
ency  of  short  selling  appeared  to  be  “to 
accelerate  the  downward  trend  to  prices 
during  the  early  and  middle  phases  of 
[downward  price!  movementfsl  •••”*• 
In  announcing  these  results,  however, 
the  Securities  Market  Study  noted  that 
“[tlhe  short  selling  statistics  compiled 
by  the  New  York  Stock  Exchange  are 
not  •  •  •  complete.”  *  It  cautioned  that 
the  supporting  evidence  for  the  conclu¬ 
sions  reached  was  fragmentary  and  that 
“more  complete  evidence  might  lead  to 
somewhat  different  conclusions.”* 
During  the  latter  part  of  1937,  the 
Commission  instituted  its  own  analysis 
of  short  selilng  *‘to  study  at  first  hand 
the  effects  of  short  selling  in  a  rapidly 
declining  market.”*  The  study  focused 
on  two  weekly  periods  during  September 
and  October,  1937 — periods  which  tiie 
Commission  described  as  “characterized 
by  a  large  volume  of  trading^  erratic  in¬ 
termediate  price  movements  and  insensi¬ 
tive  liquidation.”.*  Prom  this  study  the 

"  See  Meeker,  supra  note  at  139-40. 

**  The  study  focused  on  aU  aspects  of  the 
securities  markets.  See  Stock  Exchange  Prac¬ 
tices,  Hearings  on  S.  Res.  84,  S.  Res.  66  and 
S.  Res.  97  Before  the  Senate  Comm,  on  Bank¬ 
ing  and  Currency,  73d  Cong.,  1st  Sees.,  pt.  16, 
at  6936  (“Stock  Exchange  Practice  Hear¬ 
ings — ^73d  Congress").  A  summary  of  the 
findings  of  the  staff  was  published  In  1934. 
Twentieth  Century  Fund,  Inc.,  Stock  Mar¬ 
ket  Control  (1934).  The  fuU  text  of  the  re- 
secuch  finding  of  the  study  group  was  pub¬ 
lished  In  1935.  Twentieth  Century  Fund. 
Inc.,  The  Security  Markets  (1935)  ("Security 
Markets  Study") . 

*  Security  Markets  Study,  B\^>ra  note  24. 
at  365-67. 

*Id.at397. 

«Id. 

«Id. 

•Id.  at  867. 

•Id.  at 397. 

•  Lorn,  supra  note  20,  at  1229:  see  Securities 
and  Exchange  Commlseion,  Ptourth  Annual 
Report  87  (1938). 

•Securities  Exchange  Act  Release  No.  154t 
(January  24, 1938)  at  6. 
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CTommission/  concluded  “that  members 
trade  predominantly  with  the  price  trend 
on  balance”  and  “that  in  a  declining 
market  certain  types  of  short  sales  are 
seriously  destructive  of  stability,”* 

The  conclusions  of  this  study  resulted 
in  the  adoption  in  January,  1938,  of  the 
Commission’s  initial  short  sale  rule.**  In 
commenting  on  the  relation  between  the 
Commisskm’s  study  and  the  adoption  of 
the  short  sale  rule,  then  Chairman  Wil¬ 
liam  O.  Douglas  wrote  that  the  study 
showed  that  “it  was  poimding  by  the 
short  seller  which  Increased  the  down¬ 
ward  momentum  of  the  market.”  *  “That 
discovery,”  commented  Douglas,  “led 
[the  Commission!  to  prc«nulgate  *  •  * 
the  short  sale  rule  which  is  still  in  effect 
and  which  is  in  a  sense  a  cotter  pin  in 
a  declining  market.  *  • 

Hie  1937  Commission  study  has  been 
criticized  on  several  grounds.  First,  it  is 
argued  that  the  Commission  dre#  its  con¬ 
clusions  from  inadequate  data  and  that 
the  information  released  by  the  Com¬ 
mission  merely  demonstrates  trends  over 
a  short  period  of  time — trends  which  are 
inconclusive  with  respect  to  the  general 
impact  of  short  selling.  Second,  although 
the  Commission  indicated  that  “[tlhe 
study  of  short  selling  by  the  Commis¬ 
sion’s  staff  will,  of  course,  be  a  continuteg 
one,”  and  that  “[al  detailed  report  on 
[short  selling  would]  be  available  in  the 
near  future,”*  no  further  information 
with  respect  to  the  1937  study  was  dis¬ 
seminated. 

At  the  same  time  the  Commission  was 
undertaking  its  study  of  short  selling, 
the  NYSE  requested  the  Twentieth  Cen¬ 
tury  F\md  “to  m^e  an  independent  ap¬ 
praisal  of  the  recorded  data  on  short 
selling.”  *•  The  study,  which  was  not  re¬ 
leased  until  1951,  focused  primarily  on 
statistical  Information  with  respect  to 
short  positions  and  prices  of  individual 
stocks  and  groups  of  stocks  during  the 
period  from  May  23,  1931  through  De¬ 
cember  31,  1939,**  although  the  study 
group  also  examined  extensive  nonsta- 
tistical  information.  Including  private 
NYSE  files  relating  to  short  selliiig  and 
Investigations  made  by  NYSE  officials 
Into  cases  of  alleged  manipulation  or 
raiding.** 

The  study  concluded  that  “there  ap¬ 
peared  to  be  no  conclusive  statistical  evi¬ 
dence  that  short  selling  materially  af¬ 
fected  the  extent  of  a  major  decline  or  a 
major  advance  in  the  market  as  a 


» Id.  at  5, 8. 

fact,  tbe  pertinent  data  from  the 
study  was  published  as  part  cf  the  Commis¬ 
sion  release  promulgating  the  short  sale  rule. 
Id.  at  6-8. 

;  *  Douglas,  Forward,  28  Qeo.  Wash.  L.  Rev. 
4  (1969). 

« Id.  at  6. 

”  Securities  Exchange  Act  Release  No.  1548 
(January  24, 1938)  at  2. 

“Twentieth  Century  Fund  Study,  supra 
note  19,  at  U.  This  study,  although  conducted 
by  the  same  organization,  had  no  relation  to 
the  Securities  Markets  Study  described 
earlier. 

“Id.  at  31. 

“  Id.  at  yi. 


whcde,”  *^  and  that  the  infiuence  of  short 
scaling  in  the  years  immediately  preced¬ 
ing  publication  of  the  study  “has  been 
conmletely  negligible.”  **  The  study  fur¬ 
ther  concluded  “that  short  selling  sel- 
dcxn,  if  ever,  exerted  a  determining  in¬ 
fiuence  on  even  the  ‘intermediate’  move¬ 
ment  of  stock  prices  during  the  period 
anals^zed.”  ** 

With  respect  to  short  term  price  move¬ 
ments,  the  study  stated  that  “in  some 
instances  during  the  period  covered  by 
[the]  investigation  short  selling  had  a 
temporally  disorganizing  effect  on  the 
market  for  particular  stocks.”  **  The 
study  noted,  however,  that  the  short  sale 
regulations  of  the  Commission  and  the 
NYSE  adopted  during  the  1930’s  “seem 
...  to  have  eliminated  even  such  spo¬ 
radic  outbursts.”  *® 

With  respect  to  short  sale  activities  in 
the  early  days  oi  the  NYSE  (for  which 
there  were  only  nonstatistical  records), 
the  authors  found  “little  doubt  that  short 
selling  often  had  a  temporarih^  disor¬ 
ganizing  effect  on  the  price  movements 
of  a  particular  stock  and  sometimes  of 
the  market  as  a  whole.”**  Hie  study 
stated,  however,  that 

{t]bere  seems  little  doubt  that,  even  in 
those  days.  It  was  ever  a  serious  factor  In 
determining  the  larger  and  longer-term 
movements  of  the  market  in  general  even 
of  Individual  stocks.*’ 

Although  the  Twentieth  Century  Fund 
Study  was  the  most  comprehensive  con¬ 
ducted  at  that  time,  its  staff  recognized 
that  “the  factual  material  at  the  dis¬ 
posal  of  the  research  staff  [had]  serious 
limitations.”**  First,  the  data  used  re¬ 
lated  primarily  to  short  positions  at  par¬ 
ticular  points  in  time,  which  do  not  give 
a  complete  picture  of  short  selling  be¬ 
cause  they  do  not  capture  all  short  sale 
activity  (including  short  positions  subse¬ 
quently  covered).**  Second,  the  study 
staff  noted  that  data  for  the  early  years 
of  the  study  was  not  broken  down  accord¬ 
ing  to  the  tsrpe  of  trader  involved,  except 
for  odd-lot  houses.”  It  was  therefore  im¬ 
possible  for  the  study  to  measure  the 
relative  importance  of  the  various  types 
of  short  selling  which  the  study  generally 
Identified — speculative  short  selling, 
short  selling  “against  the  box,”“  arbi¬ 
trage,  hedging,  and  selling  of  various 


"  Id.  at  ix.  . 

“  Id.  at  xlv. 

“  Id.  at  xiv-xv. 

*•  Id.  at  XV. 

^Id. 

**  Id.  at  xlv. 

*’  Id.  (emphasis  in  original) . 

**  Id.  at  Iv. 

“fd.,  at  31. 

“fd. 

“  Selling  “against  the  box”  occurs  when  a 
seller  actually  possesses  the  security  being 
sold  short  but  makes  delivery  by  borrowing 
stock  rather  than  delivering  the  stock  he 
owns.  Such  a  seller  may  cover  either  by  using 
his  own  stock  or  by  effecting  a  covering  pur¬ 
chase  in  the  market.  Short  sales  “against  the 
box”  are  used  primarily  for  hedging  purposes 
and  for  tax  purposes  (to  carry  over  a  profit 
from  one  year  to  the  next).  See  Leffler  and 
FarweU,  supra  note  21,  at  229-30. 
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kinds  by  fioor  traders,  m^bers  and  non- 
members.” 

Hie  next  statistical  study  of  the  im¬ 
pact  of  short  selling  was  the  l^iecial 
Study  of  the  Securities  Markets.”  The 
Special  Study  made  use  of  various  data 
derived  during  the  previous  studies  of 
short  selling,  augmoited  by  data  filed 
with  the  Commission  by  the  NYSE  on  a 
continuing  basis  and  by  members’  re¬ 
ports  on  file  with  that  exchange.**  To 
further  supplement  this  data,  the  Spe¬ 
cial  Study  obtained  additiimal  statistics 
on  short  selling  for  limited  periods.” 

The  Special  Study  produced  detailed 
statistical  information  indicating  the 
general  percentage  breakdown  of  short 
selling  by  maiicet  professionals.  The  Spe¬ 
cial  Study  found  that  “specialists  do  the 
greatest  amoimt  of  short  selling,  partly 
becauseJheir  obligation  to  maintain  fair 
and  orderly  markets  frequently  leads 
th^  to  make  short  sales.”  “  During  the 
years  immediately  preceding  the  Special 
Study,  short  selling  by  specialists  ordi¬ 
narily  represented  40  to  70  percent  of 
total  short  sales  by  exchange  members.** 
The  Special  Study  also  found  that,  as  a 
percentage  of  their  own  sales,  specialists’ 
short  selling  was  approximattiy  15  to  20 
percent,  and  had  a  tendency  to  decrease 
during  market  advances  and  to  increase 
during  market  declines.” 

Short  sales  by  off-floor  members  repre¬ 
sented  lO  to  25  percent  of  total  short 
selling  by  member,  and  their  short  sales 
amotmted  to  from  8  to  25  percent  of 
their  own  total  sales.”  Off-floor  traders 
tended  to  decrease  their  short  activity 
more  markedly  than  specialists  during 
advances  and  to  increase  it  more  mark¬ 
edly  than  specialists  during  declines.” 
Floor  traders*  short  sale  activities  ac¬ 
counted  for  only  2  to  10  percent  of  total 
short  selling  by  members,  but  amounted 
to  from  5  to  15  percent  of  their  total 
sales.** 

Round  lot  short  selling  by  nonmon- 
bers  customarily  accounted  for  less  than 
one-half  of  all  short  sales,  but  the  l^>e- 
cial  Study  found  that  this  proportion 
tended  to  increase  during  a  sharp  de¬ 
cline.”  In  addition  nonmembers’  short 
selling  in  the  aggregate  was  ordinarily 
small  compared  with  total  sales  by  non¬ 
members,  esr>ecially  toward  the  end  of 
rising  markets  when  the  ratio  tended  to 
fall  below  1  percent.” 

With  respect  to  general  market  effects 
of  short  selling,  the  Special  Study  was 


“Twentieth  Century  Fund  Study,  supra 
note  19,  at  31.  It  should  also  be  noted  that 
during  virtually  all  of  the  period  studied 
short  selling  was  restricted  by  either  ex¬ 
change  or  Commission  regulation. 

“  A  Special  Study  246-294. 

“  Id.  at  147. 

“M. 

“Id.  at  291. 

"  Id.  at  257,  291. 

’•Id.  at  266,  291. 

“Id.  at  266, 291. 

«/d.  at  291. 

« Id.  at  266,  291-292. 

« Id.  at  271. 

«/d.  at  271,291. 
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limited  to  broad  conclusions  because  the 
only  data  regularly  compiled  and  pub¬ 
lished  concoTiing  short  sales  were  daily 
aggregate  ^ures  for  all  stocks  on  the 
NTSE  and  the  Amex,  and  monthly^ 
figures  on  the  short  positions  in  certain 
stocks  on  Uie  NYSE  and  in  all  securities 
on  the  Amex.**  The  Special  Study  did  find 
a  tendency  for  the  ratio  of  short  sales  to 
total  volume  to  increase  as  a  market  de¬ 
cline  progresses  (attributable  principally 
to  increased  short  selling  by  nonmem¬ 
bers)  ,  thus  calling  into  question  the  clas¬ 
sic  argxunent  that  short  seUing  has  a 
stabilizing  influence  during  market  de¬ 
clines  (because  of  later  covering 
purchases)  .* 

The  Special  Study  found  that  the 
number  of  stocks  with  relatively  large 
short  positions  tended  to  rise  as  the 
market  declined  and  to  fall  as  the  market 
advanced.**  In  general,  however,  the 
Study  found  that  the  large  short  posi¬ 
tions  tended  to  be  concentrated  tn  no 
more  than  100  stocks  (including  the  so- 
called  “market  leaders”  and  the  “trading 
favorites”)  .**  The  Special  Study  noted 
that  “it! his  strong  concentration  of 
short  selling  in  a  relatively  small  number 
of  stocks  suggests  that  *  *  *  aggregate 
[short  sale!  data  *  *  *.  although  useful 
to  portray  broad  patterns,  tend  to  ob¬ 
scure  the  true  significance  of  short 
selling.”  ** 

In  an  effort  to  obviate  the  limiting 
impact  of  aggregate  statistics,  the  Special 
Study  examined  short  selling  in  eight 
selected  stocks  during  the  period  prior 
to  and  during  the  market  break  of  May, 
1962.**  The  l^?ecial  Study  noted  that  most 
of  the  eight  stocks  experienced  a  declin¬ 
ing  trend  during  the  period  under  study, 
but  also  experienced  a  significant  in¬ 
crease  in  short  selling.™  Although  vary¬ 
ing  factors  accounted  for  the  large  vol¬ 
ume  of  short  selling  in  the  eight  stocks, 
the  Special  Study  pointy  out  that  much 
of  the  short  selling  came  “during  spells 
of  decline,”  and  that  “[clertain  of  this 
extra  supply  of  stock  when  the  market 
was  under  heavy  selling  pressure  un¬ 
doubtedly  contributed  to  the  downward 
movement.”  "  Finally,  the  Special  Study 
stated  its  view  that  an  awareness  of  this 
augmented  supply  may  well  have  tended 
to  cause  professionals  on  the  floor  of  the 
NYSE,  including  specialists,  to  diminish 
and  withdraw  their  buying,  thereby  pro¬ 
longing  the  market  decline.” 

The  Special  Study  concluded  that  the: 

substantial  volume  of  short  selling  In  prom¬ 
inent  stocks  during  Intervals  of  price  weak¬ 
ness  indicates  the  Inadequacy  of  current 
(sh(»t  sale]  rules  to  cope  with  the  harmful 


•*  Id.  at  291. 

•/d. 

••  Id.  at  274,  292. 

•^/d.  at  280, 292. 

••  Id.  at  292. 

•»/d.  at  282-288, 292. 
w/d.at283,292. 
n  Id.  at  292. 

n  Id.:  4  Special  Study  861. 


effect  of  short  selling  which  they  were  de¬ 
vised' to  prevent.^ 

The  Study  stated  that  the  short  sale 
rule,  because  of  its  reliance  on  “tick" 
test  and  because  of  the  fact  that  plus  or 
zero  plus  ticks  (which  under  the  rule  are 
the  determinants  for  permissible  short 
sales)  may  be  commonplace  during 
sharply  declining  markets,  was  imable 
to  prevent  the  concentration  of  short 
selling  “in  times  of  critical  market  de¬ 
cline,  or  the  concentration  of  substantial 
short  selling  in  Individual  stocks,  fre¬ 
quently  at  m(»nents  of  great  selling 
pressure  in  those  stocks.””  As  a  result, 
the  Special  Study  concluded  that 

the  present  up-tlck  limitation  should  be 
supplemented  by  a  rule  or  rules  designed  to 
cope  more  effectively  with  the  potentially 
depressing  effects  of  short  -selling  during 
price  declines.’'^ 

The  inadequacy  of  data  which  had 
hampered  previous  analyses  of  the  im¬ 
pact  of  short  selling  also  impaired  the 
usefulness  of  the  results  of  the  Special 
Study.  The  Special  Study  itself  chroni¬ 
cled  the  continuing  data  deficiencies. 
With  resprot  to  information  on  file  with 
the  Commission,  the  Special  Study  noted 
that  “it  does  not  provide,  with  respect  to 
either  round  lots  or  odd  lots,  the  total 
volume  of  short  selling  occurring  in  sin¬ 
gle  issues  over  continuous  periods  ol 
time.”  ”  The  Study  also  complained  that 
certain  of  the  data  available  in  exchange 
records  did  not  provide  “the  most  basic 
material  necessary  for  an  appraisal  of 
short  selling — a  record  of  total  short 


^2  Special  Study  292. 

» Id.  at  288. 

"  Id.  at  294.  The  Special  Study  did  not  sug¬ 
gest  a  particular  formulation  to  implement 
Its  recommendation,  but  did  identify  possi¬ 
bilities  which  should  be  considered,  includ¬ 
ing: 

The  prohibition  of  short  selling  In  a  par¬ 
ticular  stock  whenever  its  last  sale  price  was 
below  the  prior  day's  low;  or  alternatively, 
whenever  the  last  sale  price  was  a  predeter¬ 
mined  dollar  amount  or  percentage  below  a 
base  price  (e.g.,  the  prior  day’s  close  or  low 
or  the  same  day’s  oi>ening)  as  specified  in 
the  rule;  or  instead,  given  the  circumstances 
of  such  a  decline,  a  limitation  of  short  sales 
in  any  particular  stock  to  a  predetermined 
proportion  of  the  amount  of  stock  available 
at  the  prevailing  market. 

Id.  The  Commission  requested  comment 
with  respect  to  alternatives  to  the  "tick’*  test 
provisions  of  Rule  lOa-l,  including  those  dis¬ 
cussed  above,  in  connection  with  its  recent 
amendments  to  the  short  sale  rules  Securities 
Exchange  Act  Release  No.  10668  (March  6, 
1974)  at  4-5.  39  PR  10608  (1974).  After  con¬ 
sidering  public  comments  with  respect  to 
those  alternatives,  the  Commission  deter¬ 
mined  to  retain  the  ‘‘tick’’  test  as  the  basis 
for  determining  the  permissibility  of  short 
sales. 

It  should  be  noted  that  the  Special  Study 
also  recommended; 

(a]8  a  further  precaution  for  times  of  gen¬ 
eral  market  distress,  the  Commission’s  rules 
should  provide  for  temporary  banning  of 
short  selling,  in  all  stocks  or  in  a  particular 
stock,  upon  an  appropriate  finding  by  the 
Commission  of  need  for  such  action. 

2  Special  Study  294. 

”  2  Special  Study  253.' 


sales  effected  in  any  particular  issue 
either  classified  by  type  of  seller  or, 
ideally,  in  terms  of  each  short  sale  trans¬ 
action.””  As  indicated  previously,  be¬ 
cause  of  these  data  deficiencies  only 
broad  conclusions  could  be  derived  with 
respect  to  the  general  impact  of  short 
selling.”  Consequently,  the  Special  Study 
included  as  one  of  its  main  recommenda¬ 
tions  that  improvements  be  effected  in 
the  extent  and  type  of  data  which  should 
be  collected  with  respect  to  short  sales.™ 
No  comprehensive  study  of  the  general 
effects  of  short  selling  or  the  efficacy  of 
short  sale  regulation  as  currently  in  ef¬ 
fect  has  been  conducted  since  the  publi¬ 
cation  of  the  Special  Study  in  1963.** 
Furthermore,  the  availability  of  data, 
with^pect  to  short  selling  continues  to 
be  inadequate  to  establish  meaningful 
conclusions  in  these  areas.**  Finally,  pre- 


”  Id.  at  254. 

”  See  note  64  supra  and  acoempanying  text. 
In  any  event,  as  Indicated  above  with  respect 
to  the  Twentieth  Century  Fund  Study,  the 
period  studies  was  characterized  by  regtiia- 
tion  of  short  selling. 

”  2  Special  Study  293. 

aoThe  Commission’s  staff  recently  emn- 
pleted  an  examination  of  aggregate  short 
sales  by  specialists,  othfer  members  of  na- 
tlcmal  sectirltles  exchanges,  and  the  public 
during  the  period  1960  to  1975.  The  study 
used  data  based  on  gross  aggregate  short 
sales  for  each  of  these  categories  of  market 
participants,  and  compared  changes  In  short 
sale  activity  with  changes  In  the  Standard  4c 
Poor’s  Composite  Stock  Index.  The  results 
show,  on  b^ance,  increases  In  short  sellhag 
activity  tend  to  be  accompanied  by  increases 
In  price,  al^ough  the  results  for  public  short 
sales  were  not  conclusive. 

^  The  statistical  data  with  respect  to  short 
selling  Is  virtually  Identical  to  that  available 
at  the  time  of  the  Special  Study,  despite 
reconunendatlons  that 
“•  •  •  the  exchanges  should  Initiate  sys¬ 
tems  of  reporting  that  will  provide  more 
frequent  information  on  the  volume  of  short 
sales  In  particular  stocks  as  between  the  pub¬ 
lic  and  the  principal  classes  of  members. 
Monthly  data  on  the  Short  interest  should 
show  corresponding  information  In  the  se¬ 
lected  Individual  stocks.  In  addition,  con¬ 
sideration  should  be  given  the  feasibility  of 
Indicating  exempt  short  sales  and  furnishing 
Information  on  the  other  types  of  short  sales 
as  ‘against  the  box,*  arbitrage,  and  hedging. 
The  Commission  also  should  consider  the 
extent  to  which  short  sales  data  should  be 
reported  by  other  exchanges." 

Id.  This  data  consists  primarily  of  (1)  week¬ 
ly  reports  of  dally  round  lot  transactions  on 
the  NYSE  and  the  Amex,  in  which  dally  ag¬ 
gregate  short  selling  as  well  as  aggregate 
-short  selling  effected  by  members  for  their 
own  account,  classified  Into  three  categories, 
(11)  weeky  reports  of  «iggregate  short  sales 
by  odd-lot  customers  on  the  Amex,  (111)  re¬ 
ports  released  by  the  NYSE  on  a  monthly 
basis  providing  an  aggregate  mid-month 
short  Interest  figure  for  all  stocks,  the  num¬ 
ber  of  Issues  In  which  a  short  Interest  was 
reported,  and  the  actual  short  Interest  for 
certain  individual  Issues,  (tv)  Individual  re¬ 
ports  on  file  with  the  NTOE  and  the  Amex  of 
all  clearing  members’  daily  total  sales  and 
short  sales,  and  all  men^rs'  daily  total 
transactions  on  file  with  the  NYSE  and  the 
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TlouB  studies  of  the  short  selling  phe- 
nmnenon,  despits-tbeir  comprehensive¬ 
ness,  have  not  ccmclusively  established 
either  the  short  or  long  term  effects  of 
short  sdllng,  and  it  may  be  that  no  con¬ 
clusive  statistical  evidence  with  respect 
to  that  question  may  be  able  to  be  devel¬ 
oped  without  some  type  of  suspension  of 
the  existing  short  sale  rules." 

C.  Objectives  of  Short  Sale  Regiila- 
tion:  Theories  For  and  Against  Reten¬ 
tion  of  "Tick”  Test  Provisions  of  Rule 
lOa-1.  In  considering  whether  to  adopt 
the  partial  suspension  of  the  “tick”  test 
provisions  of  the  short  sale  nile  proposed 
today,  the  primary  question  before  the 
Commission  is  whether  the  (^Jectives 
sought  to  be  achieved  by  short  sale  reg¬ 
ulation"  continue  to  be  desirable  ones, 
particularly  if  they  can  be  pursued  only 
by  means  of  pn^hylactic  regulatory 
measures  of  the  type  now  employed 
(with  their  consequent  impact  on  conme- 
tition)  “  What  is  at  issue,  in  our  view, 
is  whether  (i)  unregulated  short  selling 
(except  for  certain  limited  circuxnstances 
ie.g.,  in  connection  with  underwrittai 
offerings") )  has  significant  potential  for 
abuse  as  a  manipulative  device  or  as  a 
means  dl  “demoralizing”  the  market 
(either  the  general  market  or  the  mar¬ 
ket  for  a  particular  security) ,  (ii)  short 


Amez  of  mcmbm’  mld-montb  short  posi¬ 
tion  In  each  stock,  (vl)  data  relating  to  aU 
Investment  aoooiurt  transactions  by  special¬ 
ists,  and  (vU)  data  relating  to  all  trades  for  a 
specialist’s  own  account  dtulng  short  periods 
In  connection  with  q)ot  checks  at  q;>eelal- 
Ists’  activities.  Of.  id.  at  253-64. 

"As  noted  previously,  aU  existing  short 
sale  data,  with  the  exception  of  the  smaU 
of  data  released  by  the  NYSB  regard¬ 
ing  the  1928-1931  period,  rtiates  to  periods 
during  which  short  selling  has  been  restricted 
either  by  exchange  or  CXxnmlsslon  rules. 
Aocordln^y,  no  study  completed  to  date  has, 
or  could  have,  examined  the  impact  of  ebort 
sdllng  In  an  unrestricted  mvlronmsnt. 

"  See  page  6  supra. 

"In  resolving  this  question,  the  Commis¬ 
sion  does  not  Intend  to  revisit  arguments 
that  short  selling  Is  immoral,  constitutes  Il¬ 
legal  gambling  activities,  and  has  no  eco¬ 
nomic  value  or  justification  and  therefore 
should  be  prohibited  altogether.  See  8.  Bep. 
No.  1455.  supra  note  2.  at  60;  Meeker,  supra 
note  17.  at  45.  77-84;  see  generally  Stock 
Exchange  Practice  Hearings,  supra  note  18. 
The  legaUty  of  short  sale  contracts  Is  well 
establlsbed.  see  Clews  v.  Jamison.  182  UJ3. 
461  (1901);  Hurd  v.  Taylor,  181  N.T.  231,  73 
N.E.  977  (1905);  Loss,  supra  note  20.  at  1226. 
and  the  Commission  ha^  long  recognized 
that  short  selling  under  some  circumstances, 
particularly  technical  short  seUlng  by  spe¬ 
cialists  and  market  makers.  Is  necessary  to 
facilitate  the  effective  and  orderly  functlqu- 
Ing  the  securities  markets.  See  2  Special 
Study  249. 

"The  Commission  also  annoiinced  today. 
In  Securities  Exchange  Act  Release  No.  34- 
13092  (December  21.  1976)  the  pubUcation 
for  comment  of  a  revised  version  of  proposed 
Rule  lOb-81  imd  amendments  to  Rules  17a- 
3(a)  (6)  and  (7).  Proposed  Rule  lOb-21 
wovild  establish  certain,  restrictions  on  short 
selling  Immediately  prior  to  and  during  un¬ 
derwritten  public  offerings  tot  cash  regardless 
of  whethor  one  of  the  alternative  short  sale 
deregulation  rules  proposed  herein  (or  some 
variation  thereof )  Is  adopted. 


selling  continues  to  have  the  potential 
for  accelerating  market  declines,  and,  if 
so,  whether  that  potential  effect  contin¬ 
ues  to  be  viewed  as  undesirable  and  as  a 
justification  for  regulatory  action,  or  (iii) 
unregulated  short  selling  will  have  im- 
desirable  short  term  effects  on  public  in¬ 
vestors  and  on  activities  of  block  posi¬ 
tioning  firms. 

In  support  of  adc^tion  of  a  derergula- 
tion  experiment  with  respect  to  short 
selling,  it  is  argued  that  there  is  no  eco¬ 
nomic  rationale  for  short  sale  regulation 
and  that  such  regulation  impedes  mar¬ 
ket  efDciency.  Under  one  important 
theory  of  maiiiet  behavior,  the  ideal 
maiiEet  is -one  in  which  prices  always 
fully  reflect  available  information  so 
that  prices  can  provide  accurate  signals 
for  resource  allocation — a  primary  role 
of  the  capital  market."  A  mai^et  in 
which  prices  satisfy  this  ideal  standard 
of  “fully  reflecting”  available  infonna- 
ticm  is  deemed  to  be  “efiBci^t”  in  an 
economic  sense." 

The  “efficient  markets”  theory  postu¬ 
lates  that,  if  a  market  has  zero  transac¬ 
tion  costs,  if  all  available  information  is 
costless  to  all  interested  parties,  and  if 
all  participants  and  potential  partici¬ 
pants  in  the  maricet  have  identical  time 
horizons  and  homogeneous  expectations 
with  respect  to  prices,  that  market  will 
be  efficient  and  prices  in  that  market 
will  fluctuate  randomly."  Those  condl- 


"Fama,  Empirical  Capital  Markets:  A  Re¬ 
view  of  Theory  cuid  Emplrioal  Work.  J.  Fi¬ 
nance  383  (1970). 

lid. 

"J.  Lorle  and  M.  Hamilton.  The  Stock 
Market:  Theories  and  Evidence  80  (1973) 
(“Lorle  and  Hamilton").  There  are  three 
forms  of  this  hypothesis:  (1)  the  weak  form; 
(U)  the  semistrong  form;  and  (iU)  the 
strong  form. 

The  weak  form  asserts  that  current  prices 
fully  refiect  the  information  implied  by  the 
historical  sequence  of  prices.  Thus,  jt  is  as¬ 
serted  that  investors  cannot  improve  their 
abUity  to  select  stocks  by  knowing  the  his¬ 
tory  of  succesive  prices  and  the  results  of 
analyzing  them  in  aU  poeeible  ways.  Id.  at  71. 
A  number  of  investigators  have  found  strong 
evidence  to  support  this  hypothesis.  Id.  at  97. 

The  semistrong  form  of  the  hypothesis  as¬ 
serts  that  current  prices  fully  reflect  public 
knowledge  aboirt  the  underlying  companies, 
and  that  efforts  to  acquire  and  analyze  this 
kzxowledge  cannot  be  expected  to  produce 
superior  investment  results.  Id.  at  71.  Thus, 
it  is  asserted  that  investors  cannot  expect  to 
earn  superior  returns  by  reacting  to  azmual 
reports,  announcements  of  changes  in  divi¬ 
dends  or  stock  spUts.  Id.  Several  studies  have 
lent  substantial  8upp(xt  for  the  semistrong 
form.  Id.  at  88. 

The  strong  form  aserts  that  not  even  per¬ 
sona  with  privileged  information  can  obtain 
consistently,  superiw  Investment  results 
since  prices  reflect  not  only  public  informa¬ 
tion.  but  also  InformaUon  which  may  not  be 
generaUy  known,  such  as  information  avail¬ 
able  to  security  analjrsts  thro\igh  private  or 
individual  inquiries.  Id.  at  71,  97.  Findings 
to  date  are  generally  consistwt  with  12ie 
strong  form  of  the  hypothesis,  but  deviations 
from  the  strong  form  have  been  found  in 
studies  of  specialists  and  insider  trading. 
Id.  at  96-97. 


tions  cannot,  of  course,  be  met  by  any 
market,  but  economists  suggest  that  a 
market  may  be  characterized  as  efflcioit 
if  inf<»matlon  is  readily  available  to  a 
sufflcienit  number  of  investors,  transac¬ 
tion  (Xists  are  reasonable,  and  ^ere  is  no 
evidence  of  consistency  superior  or  in¬ 
ferior  performance  by  a  significant  groim 
of  investors  participating  in  the  market. 
Although  theorists  believe  that  the  exis¬ 
tence  of  even  these  less  stringent  condi¬ 
tions  cannot  be  determined  directiy, 
there  are  indications  that  the  necessary 
conditions  for  efficiency  are  reasonably 
descriptive  of  actual  securities  mar¬ 
kets." 

Measuring  the  existing  pattern  of 
short  sale  regulation  against  the  “effi¬ 
cient  markets”  h3rpothesls,  it  is  argued 
that  such  regulation  prevents  the  securi¬ 
ties  markets  from  being  as  efficient  as 
they  otherwise  would  be.  By  preventing 
short  sales  on  minus  or  zero  minus  ticks, 
it  is  argued  that  investors  and  maiket 
professionals  are  prevented  from  trans¬ 
lating  n^ative  perceptions  concerning 
the  value  of  individual  stocte  or  the 
value  of  stocks  generally  into  maiket  ac¬ 
tion  as  rapidly  as  they  wish,  thereby  im¬ 
peding  the  market  fnxn  expressing  a 
valuation  of  securities  <xi  the  basis  of  all 
available  information  (including  all  buy¬ 
ing  and  selling  interest)  and  creating 
Inefficiencies  in  the  pricing  mechanism. 

Professor  James  H.  Lorle  of  the  Uhi- 
versity  of  ChU^ago,  in  his  paper  entitled 
“Public  Polk^  for  American  Capitsd 
Maikets,"  has  expressed  this  argiunent 
as  f(dlows: 

Present  {SEC]  rules  should  be  changed 
whether  or  not  the  central  market  emerges 
In  the  recommended  form  or  any  othw.  At 
the  present  time,  the  up-tlck  rule  and  the 
treatment  of  gains  from  short-sales  as.  or¬ 
dinary  Income  make  short-selling  relatively 
difficult  and  costly.  Short-selllxig  Is  no  more 
dangerous  or  evU  than  ordinary  selling  or 
buying.  If  short-selling  were  easier  and  leas 
costly,  there  would  be  more  of  It  with  a  con¬ 
sequent  Increase  In  the  liquidity  of  the  mar¬ 
ket  and  In  Its  efficiency.  At  the  present  time, 
much  research  which  Indicates  that  securi¬ 
ties  are  overvalued  is  wasted  because  of  me 
costs  and  dlffictUty  of  short-selling.  As  a 
consequence,  prices  adjust  less  certainly  and 
less  rapidly  In  response  to  research  with 
negative  Implications." 


"/d.  at  80. 

*  J.  LOTle,  Public  Policy  for  American 
Capital  Markets  at  10  (Department  of  the 
Tieasury,  February  7,  1974).  Suppmrt  for 
either  partial  or  complete  deregulation  of 
short  seUlng  (althoiigh  not  necessarily  based 
on  the  above  theory)  has  also  been  received 
from  brcdters  and  d^ers,  as  well  as  various 
self -regulatcHy  organizations,  Including  the 
Midwest  Stock  Exchange,  Inc.,  the  Paclflc 
Stock  Exchange,  Inc.,  and  the  National  Asso- 
clatiun  of  Securities  Dealers,  Inc.,  (the 
“NASD”) .  See  letter  from  Donald  E.  Weeden. 
Chairman  of  the  Board  of  Directors.  Weeden 
ts  Co.,  Incorporated,  to  Lee  A  Pickard,  Di¬ 
rector.  DlvlBlCHi  of  Market  Regulation,  No¬ 
vember  15,  1974;  letter  from  Donald  M. 
Feuerstein,  Partner,  Salomon  Brothers,  to 
Secretary,  Securities  and  Exchange  Commis¬ 
sion,  May  30,  1974;  letter  from  Donald  M. 
Feuerstein,  General  Partner,  Salomon 
Brothers  to  Secretary.  Secxirities  and  Ex¬ 
change  Commission,  AprU  14,  1976;  letter 
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In  addition,  it  is  argued  that  the  exist¬ 
ence  of  the  current  “tick”  test  provisions 
of  Rule  lOar-1,  by  preventing  short  sellers 
frcHn  competing  with  long  sellers  for 
executions  at  price  levels  which  would 
result  in  minus  or  zero  minus  ticks,  im¬ 
poses  a  burden  on  a  competition  between 
these  different  types  of  sellers." 

On  the  other  hand,  there  ronains 
strong  support  for  maintaining  the  exist¬ 
ing  short  sale  provisions."  It  is  argued 
that  the  short  sale  rule  remains  an  ap¬ 
propriate  regulatory  response  to  per¬ 
ceived  abuses  in  the  market  place,  that 
the  goals  of  preventing  short  sellers  from 
accelerating  declines  in  securities  prices 
or  “demoralizing”  the  market  continue  to 
be  necessary  and  appropriate  in  the  pub¬ 
lic  interest  and  for  the  protection  of  in¬ 
vestors,  and  that  removal  of  the  “tick” 
test  provision  of  Rule  lOa-1  will  cause 
short  term  disruption  in  the  market.  In¬ 
crease  volatility  in  an  inappropriate 
manner,  and  have  adverse  impacts  on 
both  public  customers  placing  “open” 
orders  on  exchanges  and  block  positicm- 
ing  activities. 


from  Donald  H.  Burns,  ,  Secretary,  NASD, 
to  George  Fitzsimmons.  Secretary,  SMurltles 
and  Exchange  Commission,  May  19.  1975; 
letter  from  O.  Robert  Ackerman.  President, 
Pacific  Stock  Exchange,  Inc.,  to  George  A. 
Fitzsimmons,  Secretary,  Securities  and  Ex¬ 
change  Commission.  August  11.  1976;  letter 
from  Kenneith  I.  Rosenblum,  Vice  President  - 
and  Counsel,  Midwest  Stock  Exchange,  Inc., 
to  Ray  Garrett,  Jr..  Chairman,  Securities  and 
Exchange  Commission,  June  4,  1975.  All  of 
these  letters  are  contained  in  Commission 
File  No.  S7-515. 

At  a  short  sale  regulation  conference  with 
the  various  self -regulatory  organizations,  the 
Midwest  and  Pacific  Stock  Exchanges  re¬ 
stated  their  support  for  elimination  of  short 
sale  regulation,  but  proposed,  as  an  interim 
step,  elimination  of  short  sale  regulation 
only  for  public  short  sales  (e.ff.,  short  sales 
effected  by  persons  who  are  not  market 
professionals) . 

“The  burden  on  competition  which  pro¬ 
ponents  of  deregulation  assert  results  from 
short  sale  regulation  generally  Is  to  be  con¬ 
trasted  with  the  burdens  on  competition 
which  result  from  the  fact  that  the  “tick” 
test  provisions  of  the  short  sale  rules  cur¬ 
rently  in  effect  do  not  operate  uniformly  in 
all  market  centers  and  with  respect  to  all 
categories  of  market  professionals.  See  dis¬ 
cussion  at  pp.  14-16  supra.  These  latter  bur¬ 
dens  have  to  date  been  found  by  the  dbm- 
mlssion  to  be  necessary  or  appropriate  in 
furtherance  of  the  purposes  of  the  Act.  Se¬ 
curities  Exchange  Act  Release  No.  11468 
(June  12,  1976)  at  3.  40  FR  25443  (1976). 

"  See  letter  from  James  E.  Buck,  Secretary, 
NYSE,  to  George  A.  Fitzsimmons,  Secretary, 
Securities  and  Exchange  Commission,  August 
8,  1975,  The  NYSE  stated: 

“We  do  not  consider  the  elimination  of  all 
short  sale  prohibitions  to  be  a  feasible  ap¬ 
proach  to  market  regulation.  Apart  from  the 
vastly  increased  potential  for  manipulation 
if  all  shcMt  sale  restrictions  were  eliminated, 
the  public  interest  is  best  served  when  suc¬ 
cessive  bids  at  lower  prices  are  restricted  to 
those  persons  who  actually  own  the  stock  in¬ 
volved  and  have  a  real  economic  stake  in  it. 
Otherwise,  the  value  of  the  public  stock¬ 
holders’  portfolios  would  be  adversely  af¬ 
fected  by  short  sales  at  successively  lower 


1.  Manipulative  and  '‘demoralizing’' 
activity.  It  is  well  documented  that  short 
selling  has  been  employed  in  connection 
with  manipulative  activity.  In  addition 
to  “bear  raiding,"  or  concerted  action  to 
depress  the  price  of  securities  through 
short  selling,**  short  selling  was  one  of  a 
number  of  practices  which  were  em¬ 
ployed  in  connection  with  the  manipula¬ 
tive  pools  which  operated  during  the  pe¬ 
riod  prior  to  the  passage  of  the  Act.** 

Historically,  defenders  of  short  selling 
have  distinguished  between  short  selling 
in  general,  which  was  described  as  “a 
necessary  feature  of  an  open  market  for 
securities,”**  and  “bear  raiding,”  which 
was  claimed  to  result  in  “illegal  demoral- 
i^tion  of  the  market  and  (the  creation 
of)  fictitious  prices.”  **  In  a  1931  speech 
in  defense  of  the  practice  of  short  sell¬ 
ing,  Richard  Whitney,  then  President 
of  the  NYSE,  express^  the  difference 
between  legitimate  and  Illegitimate  short 
selling  as  follows: 

For  %  great  many  years,  the  short  sale  has 
been  a  regular  feature,  not  only  of  the  lead¬ 
ing  security  markets  In  the  world,  but  Mso 
of  practically  aU  branches  of  business.  Com¬ 
petent  and  impartial  economic  students 
both  here  and  abroad  have  long  declared  that 
short  seUlng,  by  restraining  Infiatlon  and 
cushioning  sharp  declines,  tends  to  stabilize 
the  fluctuations  of  prices. 


prices  effected  by  persons  who  do  not  own 
the  stock  and  who  would  stand  to  benefit  If 
the  price  of  the  stock  were  to  decline." 

Id.  at  2. 

“See  Lefller  and  Farwell,  supra  note  21, 
at  449-51;  Short  Sellng  of  Securities,  Hear¬ 
ings  on  H.B.  4.  Hit.  4604,  H.R.  4638  and 
H.R.  4639  Before  the  House  Comm,  on  the 
Judiciary.  72d  Cong.,  1st  Sess.  14-15  (1932) 
(“Short  Selling  Hearings”).  The  Twentieth 
Century  Fund  Study  released  In  1951  de¬ 
scribed  the  typical  “bear  raid”  as  follows: 

Some  speculative  operator  or  group  of  op¬ 
erators  would  get  information  that  an  indi¬ 
vidual,  or  a  group  of  individuals  was  carry¬ 
ing  a  large  block  of  a  particular  stock  with 
borrowed  funds,  and  that  the  price  of  that 
stock  b^  declined  so  much  since  purchase 
that  the  creditor  was  asking  or  on  the  verge 
of  asking  for  additional  cash  or  securities, 
and  that  it  was  doubtful  whether  the  owner 
could  supply  much  more  of  either.  The 
“raider"  would  then  proceed  to  sell  this  stock 
short — ^h(9ing  thereby  to  push  the  price 
down  further,  even  if  only  temporarily,  to  a 
point  at  which  some  of  the  hypothecated 
stock  would  have  to  be  sold.  And  he  hoped 
that  if  this  occurred,  such  selling  would  it¬ 
self  drive  the  price  down  still  further,  giving 
the  raider  an  opportunity  to  cover  his  short 
position  at  a  profit. 

Twentieth  Century  Fund  Study,  supra 
note  19,  at  vi-vll. 

•*  See  Lefflor  and  Farwell,  supra  note  21,  at 
456;  Security  Markets  Study,  supra  note  24, 
at  449,  488;  Stock  Exchange  Practice  Hear¬ 
ings,  supra  note  18,  at  983-84;  Stock  Ex¬ 
change  Practice  Hearings — 73d  Congress; 
supra  note  24,  at  991-92,  1053-69.  1071-76. 
1077-85;  F.  Cormier.  Wall  Street’s  Shady  Side 
8  (1962). 

S.  Rep.  No.  1455.  supra  note  2.  at  50. 

**Id.  at  62;  see  Stock  Exchange  Practice 
Hearings,  supra  note  18.  at  43.  362-65,  729; 
Stock  Exchange  Practice  Hearings — 73d 
Oemgress,  supra  note  24,  at  156,  217-18,  262- 
63,  1207-08. 


•  *  *  Short  selling  is  also  regularly  em¬ 
ployed  as  a  “hedge,"  not  at  all  for  the  pur¬ 
pose  of  making  speculative  profits,  but  for 
ensuring  against  losses  due  to  pries  fluctua¬ 
tions. 

*  *  *  Any  halt  or  hindrance  of  short  seU¬ 
lng  would  have  the  effect  of  driving  from 
the  stock  market  ttie  most  important  sources 
of  buying  power,  and  it^uld  only  lead  to 
an  excess  of  sellers  and  Turther  declines  in 
prices. 

•  •  •  •  • 

{However,  nlobody  can  discuss  the  ques¬ 
tion  of  short  seUlng  without  also  considering 
the  practice  which  is  commonly  described  as 
“bear  raiding."  In  the  public  mind  the  two 
are  often  linked  together  and  the  evUs  erf 
“bear  raiding”  are  attributed  to  short  seU¬ 
lng.  If  a  person  sells  stock,  not  because  he 
believes  the  stock  Is  too  high,  but  because  he 
believes  that  by  seUing  quickly  and  in  great 
volume  be  can  force  the  price  to  decline,  he 
Is  abusing  the  legitimate  practice  of  short 
seUing.  Contrary  to  what  many  people  be¬ 
lieve.  the  (NYSE]  has  always  opposed  “bear 
raiding."  “ 

As  the  above  excerpt  indicates,  con¬ 
cern  over  the  manipulative  or  “demoral- 
use  of  short  selling  predates  both 
the  Ccxnmission’s  short  sale  rule  and  the 
passage  of  the  Act.  That  concern  was 
shared  by  the  Congress  and  was  em¬ 
bodied  in  the  Act  through  the  grant  to 
the  Commission  of  regulatmry  authority 
with  respect  to  short  selling.  The  House 
Committee  on  Interstate  and  Foreign 
Commerce,  in  reporting  out  the  bill 
which  contained  the  regulatory  approach 
to  short  sales  ultimately  adopted  by  the 
Congress  in  Section  10(a)  of  the  Act. 
stated  that 

(t)here  Is  plenty  of  room  for  legitimate  spec¬ 
ulation  In  the  balancing  of  investment  de¬ 
mand  and  supply,  in  the  shrewd  prognosti¬ 
cation  of  futxuw  trends  and  economic  direc¬ 
tions;  but  the  accentuation  of  temporary 
fluctuations  and  the  deliberate  Introduction 
of  a  mob  psychology  into  the  speculative 
markets  by  the  fanfare  of  organized  manipu¬ 
lation  menace  the  true  functioning  of  the 
exchanges,  upon  which  the  economic  well¬ 
being  of  the  whole  country  depends.** 

Although  manipulative  or  “demoral¬ 
izing”  short  sale  activity  has  for  many 
decades  been  viewed  as  conduct  inimical 
to  the  public  interest,  the  question  still 
remained  as  to  the  most  appropriate 
manner  of  eliminating  or  substantially 
reducing  the  Incidence  of  such  conduct. 
Long  before  the  market  “crash”  of  1929, 
the  NYSE  had  enacted  a  ccmstitutional 
provision  prohibiting  a  member  from 
selling  securities  for  the  purpose  of  “de¬ 
moralizing”  the  market.**  The  provision. 


''Address  by  Richard  Whitney.  President. 
New  York  Stock  Exchange,  Before  the  Hart¬ 
ford  Chamber  of  Commerce,  October  16,  1931 
(“Whitney  Speech"),  in  Stock  Exchange 
Practice  Hearings,  supra  note  18.  at  187, 
188-89, 192. 

**H.R.  Rep.  No.  1383,  Report  to  Accompany 
H  R.  9323,  73d  Cong.,  2d  Seas.  11  (1034). 

**  Meeker,  supra  note  17.  at  121-22;  Secu¬ 
rity  Markets  Study,  supra  note  24.  at  43.  159; 
Whitney  Speech,  supra  note  97,  In  Stock  Ex¬ 
change  Practice  Hearings  at  192.  *rhat  provl- 


FEDERAL  REGISTER,  VOL  41,  NO.  250— TUESDAY,  DECEMBER  28,  1976 


PROPOSED  RULES 


56537 


however,  was  v%gue,  allegedly  indefinite 
in  supplication,  and  s^^psurently  did  noth¬ 
ing  to  curb  the  abuses  which  occurred 
during  the  pre-depression  and  depression 
pcxiod.”* 

In  1931,  the  NYSE  sulopted  a  rule  re¬ 
quiring  its  members  to  nutrk  all  sell  or¬ 
ders  as  either  “short”  or  ‘long."  The 
purpose  of  this  rule  was  to  enable  the 
NYSE  to  detect  the  source  and  amount  of 
short  selling;  the  rule  did  not  on  its 
fsu;e  interfere  with  the  right' of  any  ex- 
cluinge  member  to  sell  short.  Althou«n 
the  NYSE’s  1931  marking  nile  did  not 
actually  restrict  short  selling,  it  became 
a  practice  of  brokers  not  to  permit  short 
sales  to  take  place  at  a  price  lower  than 
that  of  the  prior  sale;  any  such  sale  was 
considered  to  “demm-alize  the  mar¬ 
ket.”  ”•  Thus,  the  NYSE,  through  inter¬ 
pretation  of  its  marking  rule,  established 
the  concept  of  an  objective  “tick"  test  as 
the  basis  for  determining  whether  a 
short  sale  effected  on  that  exchange  was 
“demoralizing"  and  therefore  inconsis¬ 
tent  with  the  public  Interest. 

That  concept  was  continued  by  the 
Commission  following  the  passage  of  the 
Act.  The  exchange  rules  regulating  short 
selling  adopted  in  1935  pursuant  to  C(»n- 
mlssion  request  merely  codfied  the  pre¬ 
existing  Interpretation  of  the  NYSE’s 
rules — that  no  short  sale  of  a  security 
should  be  effected  at  a  price  below  the 
last  price  Although  the  Commission’s 
own  rule  on  short  selling  adopted  in  1938 
and  amended  in  1939  was  more  restric¬ 
tive  than  the  original  exchange  rules  in 


Sion,  Article  XVn.  Section  4  of  the  NYSE 
Constitution.  reiMl  m  follows: 

Purchases  or  sales  of  seciurltles  or  offers  to 
purchase  or  sell  securities,  made  for  the  pur¬ 
pose  of  upsetting  the  equilibrium  of  the 
market  and  bringing  about  a  condition  of 
demoralization  In  sdilch  prices  will  not  fairly 
reflect  market  values,  are  fCH*bldden,  and  any 
member  who  makes  or  assists  in  mioriTig  any 
such  purchases  or  sales  or  offers  to  purchase 
or  sell  with  knowledge  of  the  pxirpose  thereof, 
or  who,  with  such  knowledge,  shall  be  a  party 
to  or  assist  in  carrying  out  any  plan  or 
scheme  for  the  making  of  such  piurchases 
or  sales  or  <^er8  to  ptunhase  or  sell,  shall  be 
deemed  guilty  of  an  act  Inconsistent  with 
Just  and  eqmtable  principles  of  trade. 

LefSer  and  Farwell,  sapn  note  21,  at  232. 

Meeker,  supra  note  17,  at  147,  287;  Se¬ 
curity  Markets  Study,  supra  note  24,  at  395; 
Stock  Exchange  Practice  Hearings,  supra  note 
18,  at  160;  Whitney  %>eech,  supra  note  97, 
In  Stock  Exchange  Practice  Hearings  at  193. 
The  rule,  adopted  Ootober  6, 1931,  In  the  form 
of  a  circular  from  the  NYSE’s  Business  Con¬ 
duct  Cknnmlttee,  required  that  "before  exe¬ 
cuting  any  selling  orders  members  shall  as¬ 
certain  and  notify  their  floes:  brokers  whether 
such  orders  are  for  long  or  short  accoxmt.” 
Meeker  at  287. 

**■  Whitney  Speech,  In  Stock  Exchange 
Practice  Hearings  at  193;  Security  Markets 
Study,  supra  note  24,  at  396;  Short  Selling 
Hearings,  supra  note  98,  at  103. 

>**  Leffler  and  Parwell,  supra  note  21,  at  232; 
Meeker,  supra  note  17,  at  147;  Security  Mar¬ 
kets  Study,  supra  note  34,  at  896;  Stock  Ex¬ 
change  Practice  Hearings,  supra  note  18,  at 
41,  146,  318-18,  373,  364-65;  Short  SelUng 
Hearings,  supra  note  98,  at  108;  3  ^>eclal 
Study  261. 

^  3  Special  Study  361;  Leffler  and  Farwell. 
supra  note  31.  at  233-83. 


terms  of  the  price  at  which  a  short  sale 
could  l^aUy  be  effected,**  the  concept 
of  using  a  “tick"  test  for  differentiating 
between  “legitimate”  short  selling  and 
“demoralizing”  short  selling  remained. 

It  may  be  aigued  that  the  alteration 
of  short  sale  regulation  represented  by 
proposed  temporary  Rule  10a-3(T) — 
nam^,  elimination  of  the  “tick"  test — 
could  result  in  resumption  of  the  types 
of  abuses  presoit  during  the  period  prior 
to  the  passage  of  the  Act.  It  appears, 
however,  that  certain  of  the  major  ma¬ 
nipulative  practices  intended  to  be  reme¬ 
died  by  short  sale  violation  of  the  type 
currently  in  effect  no  longer  do,  or  could, 
afflict  today’s  market  in  the  same  man¬ 
ner  they  did  in  the  period  prior  to  the 
adoption  of  the  existing  market  regula¬ 
tory  framework.  For  example,  the  Com¬ 
mission  believes  that,  as  a  result  of  the 
improved  reporting  of  transactions  in 
exchange-traded  securities  (resulting 
from  implementation  of  the  consolidated 
system)  and  the  development  of  more 
sophisticated  techniques  for  market  sur^ 
veillance  by  the  Commission  and  the 
various  self-regulatory  organizations, 
practices  like  the  traditional  “bear  raid” 
are  now  much  more  difficult  to  engage  in. 
since  any  attempt  at  such  an  effort  under 
today’s  market  and  regulatory  conditions 
is  likely  to  be  detected  and  sto];q?ed.** 
Furthermore,  even  if  the  Commissi(m 
determines  to  eliminate  the  existing 
“tick"  test  provisions  of  the  emrent  short 
sale  rules,  short  sales  woidd  continue  to 
be  subject  to  the  remaining  provisions 
of  the  short  sale  rules,  including  the 
marking  requirements,  as  well  as  the 
anti-fraud  and  anti-manipulative  provi¬ 
sions  of  the  federal  securities  laws  and 
rules  and  regulations  thereunder.  For  ex¬ 
ample,  section  9(a)  of  the  Act  (15  n.S.C. 


icB  As  indicated  iMreviously,  the  Commission, 
after  its  examination  of  sh<»:t  selling  during 
the  market  decline  of  1937,  determined  that 
the  exchange  rules  adopted  in  1935  “[had] 
not  proven  effeotlve."  Securities  Exchange  Act 
Release  No.  1648  (Jan.  24. 1938)  at  1, 3  FR  213 
( 1938) .  As  a  result,  the  Oonunlssion  adopted 
its  own  rule  prohibiting  a  short  sale  on  an 
exchange  of  any  security  "at  or  below  the 
price  at  which  the  last  sale  thereof,  regular 
way.  was  effected  on  such  exchange."  Rule 
lOa-l(a).  as  adopted  January  24,  1938  (em¬ 
phasis  added) . 

The  result  of  this  formulation  of  the  “tick" 
test  was,  as  one  observer  noted,  “the  short 
interest  droi^ed  sharply  and  short  selling 
(in  round  lots)  was  almost  wiped  out.”  Leffler 
and  Farwell,  supra  note  21.  at  233.  See  2  Spe¬ 
cial  Study  252.  After  discussions  with  the 
NYSE,  the  Commission,  as  indicated  previ¬ 
ously.  modlfled  its  “tick”  test  to  permit  short 
sales  on  a  zero  minus  tick  (a  middle  ground 
between  the  approach  of  the  1935  exchange 
rules  and  the  initial  Commission  formula¬ 
tion).  Securities  Exchange  Act  Release  No. 
3039  (March  10.  1989),  4  FR  1209  (1939).  See 
2  Special  Study  252;  note  2  supra. 

See  Seciirlties  Exchange  Act  Release  No. 
12384  (April  28,  1976)  at  2,  41  FR  19230 
(1976);  letter  frtHn  J.  J.  0’Don<Aue,  Vice 
President,  Market  Surveillance,  NYSE,  to  An¬ 
drew  M.  Klein,  Assistant  Directs.  Division  of 
Market  Regulation.  December  11,  1974,  at  3, 
in  Commission  File  No.  S7-516. 


78i(a) )  prohibits  the  use  of  the  malls  or 
any  means  or  Instrumentality  of  inter¬ 
state  cmnmerce,  or  of  any  facility  of  any 
national  securities  exchange 

[t]o  effect,  alone  or  with  one  or  man  per¬ 
sons.  a  series  of  transactions  in  any  secu¬ 
rity  registered  on  a  natlmial  securitiee  ex¬ 
change  *  •  *.  raising  or  depressing  the 
price  of  such  security,  for  the  purpose  of 
inducing  the  purchase  or  sale  such  secu¬ 
rity  by  others.*”  . 

Thus,  engaging  in  “bear  raids"  or  other 
manipulative  activity  in  connectiem  with 
short  selling  would  continue  to  be  unlaw- 
fuL*» 

2.  Acceleration  of  Declines:  Increase 
Volatility.  ’Those  favoring  maintenance 
of  the  existing  restrictions  on  short  sell¬ 
ing  also  argue  that  one  of  the  purposes 
of  existing  short  sale  regulation  is  to 
“prevent  shmt  sellers  from  accelerating 
a  declining  market  *  *  •/*»•  and  that, 
in  the  absence  of  the  “tick’  ’test  provi¬ 
sions.  which  allegedly  lend  an  upward 
bias  to  the  market,  future  market  de¬ 
clines  will  be  accelerated  or  prolonged. 
In  suigxirt  of  this  argument,  those  favor¬ 
ing  retentiem  of  the  existiiig  regulatory 
pattern  point  to  the  conclusions  of  the 
Special  Study  that  short  sales,  during  the 
market  break  of  May,  1962,  contributed 
to  the  downward  movement  of  stocks, 
and  that  “the  aggravating  infiuence  of 


*”  Section  9(s)(2),  of  the  Act  (16  nJ3.C. 
781(a)(2)).  See  also  Sections  10(b)  and 
15(c)(1)  under  the  Act  (16  UB.C.  78J(b), 
780(c)(1)),  and  Rules  lOb-6  and  16cl-2 
thereunder  (17  CFR  |S240.10b-5,  240.16cll- 
2) .  A  person,  or  group  of  persons,  who  engage 
In  BhOTt  sales  of  a  security  which  have  the 
effect  of  depressing  the  price  of  that  security 
may  be  deemed  to  have  the  purpose  of  In¬ 
ducing  the  pmehase  or  sale  of  that  security 
by  others.  Cf.  In  the  Matter  of  The  Federal 
Corporation,  25  SEC  227,  230  (1947);  In  the 
Matter  of  Halsey.  Stuart  &  Co.,  Inc.,  30  SBC 
106,  133-24  (1949).  See  Secmrltles  Exchange 
Act  Release  No.  2056  (O:tober  27,  1941). 

*<*  Notwithstanding  the  above  factors.  It 
Is  argued  that  elimination  of  the  “tick”  test 
provisions  will  increase  the  Ukllhood  of 
manq>ulatlve  conduct.  Although  proponents 
of  this  argrunent  apparently  concede  that  the 
Ukllhood  of  large  scale  manipulations  is 
minimal.  It  Is  argued  that  eliminating  exist¬ 
ing  restrictions  on  short  seUing  wlU  Increase 
the  Ukllhood  of  manipulative  activity  de¬ 
signed  to  achieve  relatively  small  price  move¬ 
ments  In  stocks — particularly  those  which 
are  \mderl3dng  securities  for  exchange- traded 
options.  Such  narrow  range  manlpiUaltve  ac¬ 
tivity,  It  Is  further  argued.  Is  extremely  dlf- 
flcult  to  detect  or  prevent  even  through  the 
\ise  of  sophisticated  surveillance  techniques 
available  today.  WhUe  the  Commission  Is 
currently  of  the  view  that  the  threat  of  mani¬ 
pulative  conduct  of  this  nature  due  to  re¬ 
moval  of  the  “tick"  test  provisions  Is  mini¬ 
mal,  the  Commission  Is  particularly  Inter¬ 
ested  In  the  views  of  commentators  as  to  the 
likelihood  of  this  type  of  narrow-range  mani¬ 
pulative  activity  and.  If  commentators  be¬ 
lieve  such  activity  presents  a  slgnlflcant 
threat,  the  need  to  maintain  existing  pro¬ 
phylactic  measures  to  gxiard  against  this 
threat  (compared  to  other  regulatory  alter¬ 
natives  avaUable  to  the  Commission) . 

><*  Securities  Exchange  Act  Release  No. 
11468  (June  13,  1975)  at  3.  40  FR  36443 
( 1976) .  See  3  Special  Study  351. 
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short  sales*’  occurred  even  with  toe  ex¬ 
isting  regulatory  structure  in  place.“* 
Elimination  of  toe  existing  restrictions, 
it  is  argued,  may  very  well  further  ag- 
Erravate  toe  impact  of  short  sales  during 
periods  when  stocks  are  subject  to  in¬ 
tense  selling  pressure. 

It  is  also  argued  that  removal  of  the 
’’tick”  test  restrictions  will  result  in  in¬ 
creased  volatility  (particularly  in  toe 
short  nm).  It  is  argued  that  this  in¬ 
creased  short  term  price  volatility  wUl. 
over  time,  impair  toe  capital  raising 
process  by  reducing  public  c(mfldence  in 
the  pricing  mechanisms  of  secondary 
markets  in  equity  securities,  causing  in¬ 
vestors  to  seek  alternative  investment 
vehicles. 

On  the  other  hand,  proponents  of  short 
sale  deregiilation  do  not  view  either  more 
rapid  short  term  declines  in  stock  prices 
or  increased  volatility  (should  such  phe¬ 
nomena  occur  as  a  result  of  implemen¬ 
tation  of  the  deregulation  proposal)  as 
harmful  either  to  investors  or  to  toe  effi¬ 
cient  fimctioning  of  toe  capital  markets. 
Proponents  of  deregiilation  argue  that 
short  selling  has  no  long  term  effect  on 
price  levels — either  for  individual  stocks 
or  for  the  market  in  general.'”  As  a  re¬ 
sult.  if  securities  prices  decline  more  rap¬ 
idly  in  toe  presence  of  short  selling  than 
they  would  in  its  absence,  or  become 
generally  more  volatile  in  the  short  term, 
that  merely  means  that  ultimate  equi¬ 
librium  prices — ^which  would  not  change 
even  if  short  selling  were  not  present — 
are  'being  reached  more  rapidlv  than 
would  otherwise  be  the  case  and  that  the 
efficiency  of  toe  market  is  being  im¬ 
proved.  Hius.  the  proponents  conclude, 
the  Conunission’s  short  sale  rules,  which 
are  based  in  part  on  preventing  short 
sellers  fnxn  accderating  or  causing  ma¬ 
jor  declines  in  stock  prices,  promote  mar. 
ket  inefficiencies  not  in  the  public  inter¬ 
est  and  should  be  eliminated.”* 

The  Act  makes  clear  that  there  is  an 
important  public  interest  in  the  effects 
of  rapid  price  fluctuaticms  on  the  sectiri- 
ties  markets  and  on  toe  economy  in  gen¬ 
eral.  The  act  sets  forth,  in  its  eniunera- 
tion  of  the  factors  underlying  toe  adop¬ 
tion  of  toe  federal  maiket  regulatory 
scheme,  a  Congressional  finding  that 

(nlationsl  emergencies,  which  produce  wide¬ 
spread  unemployment  and  the  dislocation  of 
(rade,  transportation,  and  Industry,  and 
which  burden  Interstate  commerce  ad¬ 
versely  affect  the  general  welfare,  are  pre¬ 
cipitated,  intensified  and  prolonged  by  ma- 


special  Study  286-S6.  288-89,  292;  4 
Special  Study  861. 

***  See  discussion  tupra  at  pp.  21-22,  26. 

It  should  also  be  noted  that,  should  the 
Conunisslon  ultimately  determine  to  elimi¬ 
nate  the  "tick"  test  provisions  of  the  exist¬ 
ing  short  sale  rules,  the  proponents  of  this 
"efficient  markets"  thewy  can  not  presently 
conceive  of  any  observable  market  phe- 
nmnenon  which  would  cause  them  to  alter 
their  view  that  shm^  sale  regulation  Is  in- 
approiMdate  and  that  competition  among  en¬ 
trants  in  the  market  Is  the  most  appropriate 
manner  of  enaorlng  an  efficient  market 
structure 
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nlpulation  and  endden  and  unreasonable 
fiuotuattons  of  securitv  prices  and  by  exces¬ 
sive  speculation  on  *  *  *  exchanges  amd  (the 
over-the-eoimter]  markets  •  •  •  u* 

HowevM*.  in  determining  toe  appropriate 
manner  of  respimding  to  this  interest,  it 
is  Important  for  toe  Ccmimission  to 
evaluate  whether  (i)  unregulated  short 
selling  will  result  in  "sudden  and  unrea¬ 
sonable”  price  fluctuations,  particularly 
in  light  of  arguments  that  whatever 
changes  in  short  term  price  fluctuations 
which  may  result  from  adoption  of  the 
deregulation  pri^osal  would  contribute 
to  market  efficiency,  and  (ii)  if  increased 
price  fluctuations  and  volatility  which 
might  result  from  elimination  of  the 
“tick"  test  provlsiims  are  determined  to 
be  ‘’unreasonable,"  continuation  of  the 
“tick”  test  provirions  satisfactorily  re¬ 
sponds  to  these  “unreasonable"  price ' 
fluctuations,  particularly  in  light  of  the 
concerns  expressed  by  toe  Special  Study 
with  respect  to  toe  effectiveness  of  such 
a  test  during  toe  May,  1962,  maiket 
decline. 

3.  Impact  on  Public  Investors  and 
Block  Positioning  Activities.  In  toe 
course  of  the  Commission’s  recent  review 
of  short  sale  regulation  and  considera¬ 
tion  of  toe  appropriateness  of  retaining 
toe  existing  regulatory  framework,  toe 
Commission  and  its  staff  have  considered 
toe  general  impact  of  removal  of  toe 
“tick’’  test  provisions  on  investors  and  on 
the  functioning  of  toe  securities  markets. 
It  has  been  argued  that  implementation 
of  a  deregulation  proposal  will  have  sev¬ 
eral  adverse  short  terms  effects,  particu¬ 
lar^  on  (i)  public  custtxners  placing 
“open"  orders  on  exchanges,  and  (11) 
block  positioning  activities. 

a.  “Open"  Orders".  The  Commission  is 
aware  that  a  number  of  securities  traders 
and  other  markets  professionals  briieve 
that,  although  removal  of  toe  “tick"  test 
requirements  contained  in  the  existing 
short  sale  rule  would  be  of  benefit  to 
them  by  maldng  it  easier  for  them  to  sell 
short,  such  action  could  have  adverse  ef¬ 
fects  on  public  investors.  One  example 
universally  cited  as  an  area  of  potential 
difficulty  is  the  effect  of  deregulation  op 
“open"  orders  (limit  orders  entered  as 
"good  until  cancelled")  to  purchase 
stocks  on  national  securities  exchanges, 
particularly  in  the  event  of  adverse  in¬ 
formation  concerning  a  particular  com¬ 
pany  of  the  general  econ<»ny.  These 
orders,  it  is  asserted,  would  be  “picked 
off"  by  sh(Mt  sellers  with  such  speed  that 
they  could  not  be  protected. 

Up(m  the  announcement  of  “bad 
news,"  it  is  argued,  toe  expectation  is 
that  toe  stock  of  toe  particular  company 
involved  will  decline — at  least  tempo¬ 
rarily.  According  to  this  argument,  such 
a  decline  might  well  be  accelerate  by 
short  sellers  who  would  be  attracted  by 
toe  adverse  publicity  and  who.  under 
present  circumstances,  are  precluded 
from  leading  declines  by  virtue  of  toe 


“•Section  2(4)  of  the  Act  (16  U.S.C.  78b 
(4)1  (emphasis  added). 


need  to  comply  with  toe  “tick"  test  pro¬ 
visions  of  toe  short  sale  rules.  The  pres¬ 
ence  of  short  sellers,  according  to  this 
view,  would  have  little  Impact  on  other 
market  professionals,  since  they  would 
immediately  be  aware  of  toe  adverse 
news  and  toe  presence  of  such  sellers  and 
could  pull  their  bids  until  trading  in  toe 
particular  security  stabilized.  Public  in¬ 
vestors  on  toe  other  hand,  who  would 
not  be  cm  toe  floor  and  could  not  be 
aware  of  developments  in  toe  stock  as 
rapidly,  would  not  have  time  to  cancel 
their  “open”  buy  orders  on  toe  special¬ 
ists’  books  and  would  end  up  purchasing 
toe  stock  at  “artificially"  high  levels. 

b.  Block  Positioning.  Under  present 
conditions,  it  is  asserted,  market  profes¬ 
sionals  are  easily  able  to  discern  fnrni 
the  consolidated  transaction  reporting 
system  and  from  private  ccxnmunica- 
tions  netwoiks  when  large  blocks  of  se¬ 
curities  are  being  positioned,  as  wril  as 
which  Arm  has  engaged  in  toe  position¬ 
ing  activities.  S<une  block  positioners  are 
fearful  that,  in  an  environment  of  im- 
restricted  short  selling,  other  market 
professionals  will  engage  in  “mini  bear 
raids"  whenever  they  positkm  stock,  at¬ 
tempting  to  force  toe  block  positioners  to 
liquidate  their  positions  at  artiflcial^  de¬ 
pressed  prices.  This  activity,  in  toe  view 
of  block  positioners,  wUl  Increase  the 
risks  associated  with  block  positioning 
and  will  reduce  toe  Incentives  of  those 
firms  currently  handling  blocks  to  con¬ 
tinue  to  do  so. 

In  considering  toe  theories  and  argu¬ 
ments  discussed  above,  toe  Cixnmission 
must  weigh  toe  competitive  impact  of 
the  existing  regulatory  framewoik  and 
must  balance  any  burden  on  competi- 
ti(m,  if  any,  Impo^  by  that  framework 
against  toe  other  regulatory  purposes 
of  the  Act.”*  In  commenting  on  toe  de- 


Section  23(a)  of  the  Act,  as  amended 
by  the  Securities  Acts  Amendments  ot  1976 
(the  “1976  Amendments"),  requires  the 
Commission.  In  making  rules  and  regiUatlons 
under  the  Act,  to  "consider  among  other 
matters  the  impact  any  such  rule  or  regula¬ 
tion  would  have  on  oompetttlon."  Sectloa 
23(a)(2)  of  the  Act  (15  nJ3.0.  78w(a)(2)|. 
That  section  further  states  that  (t]be  Com¬ 
mission  shall  not  adopt  any  rule  or  regxila- 
tion  which  would  impose  a  burden  on  ram- 
petltion  not  necessary  or  iq>proprlate  In  fur¬ 
therance  of  the  purposes  of  (the  Act], 

Id. 

The  legislative  hlstmy  of  the  1975  Amend¬ 
ments,  however,  makes  clear  that  this  ex¬ 
plicit  obligation  to  balance  the  competitive 
implications  of  proposed  Commission  regula¬ 
tory  action  against  the  other  purposes  of  the 
Act  should  not  be  viewed  as  requiring  the 
Commission  to  justify  that  (its  ndes  and 
regulations]  be  the  least  anti-oompetltive 
manner  of  achieving  a  regiilatory  objective. 

S.  Rep.  No.  94-75,  Rep<xt  to  Accompany  S. 
249,  94th  Cong.,  Ist  Sees.  13  (1976).  More¬ 
over,  Congress  did  not  intend  that  (e]om- 
petition  would  . . .  become  paramount  to  the 
great  purposes  of  the  Exchange  Act,  but 
(raUier  that]  the  need  for  and  effectiveness 
of  regulatory  actions  in  achieving  those  pur¬ 
poses  ...  be  weighed  against  any  detri¬ 
mental  impact  on  competition. 

Id.  at  14. 
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regulation  proposal  published  herein, 
commentators  should  therefore  address 
themselves  not  only  to  the  merits  of  the 
particular  arguments  advanced  in  favor 
of  and  in  opposition  to  deregulation  of 
short  selling,  but  also  to  the  appropriate 
weight  which  ^ey  believe  should  be 
given  to  these  arguments  in  balancing 
the  alleged  anticompetitive  Inmacts  of 
short  sale  regulati(m  against  the  other 
regulatory  purposes  of  the  Act. 

n.  Objictives  or  Proposed  Suspension 

The  Commission’s  proposed  program 
for  temporary  deregulation  with  respect 
to  short  selling  (if  adopted)  is  designed 
to  enable  the  Commission  and  its  staff  to 
study,  over  a  reasonable  period,  the  func¬ 
tioning  of  the  exchange  markets  in  an 
atmosphere  permitting  unlimited  short 
selling  by  both  market  professionals  and 
public  investors  (except  for  short  selling 
activity  engaged  in  for  manipulative  pur¬ 
poses)  in  order  to  attempt  to  reach  con¬ 
clusions  (to  the  extent  such  conclusions 
can  be  reached  through  empirical  analy¬ 
sis  or  otherwise)  concerning  a  number 
of  issues  relating  to  the  Impact  of  short 
selling  on  the  equity  markets  and  to  the 
need,  if  any,  to  continue  prophylactic 
short  sale  regulation.  Thus,  should  the 
Commission  adopt  one  of  the  alternative 
short  sale  deregulation  proposals  dis¬ 
cussed  herein  (or  some  variation  there¬ 
of),  the  Commission  and  its  staff  Intend 
to  collect  data,  views  and  arguments  both 
before  and  during  suspension  of  the 
“tick”  test  provisions  designed  to  facili¬ 
tate  examination  of,  among  others,  the 
following  Issues: 

(i)  the  manner  in  which  the  pricing 
mechanism  for  securities  is  affected  in 
rising  and  decliningmarkets  by  the  rela¬ 
tive  ease  or  difficulty  of  effecting  short 
sales; 

(ii)  the  impact  of  elimination  of  the 
“tick”  test  provisions  of  the  short  sale 
rule  on  market  volatility  and  liquidity; 

(iii)  the  impact  of  existing  margin  re¬ 
quirements  on  both  buyers  and  sellers 
(including  long  sellers  who  have  pur¬ 
chased  securities  on  margin  and  short 
sellers)  in  terms  of  the  pricing  mecha¬ 
nism  for  seciirities; 

(iv)  the  circumstances,  if  any,  under 
which  short  sellers  may  be  comp^ed  to 
effect,  or  choose  to  effect  covering  pur¬ 
chases  of  stock  sold  short  in  a  declining 
market  ie4J.,  whether,  in  a  declining 
market,  a  short  seller  is  ever  compelled 
by  the  person  who  has  loaned  that  seller 

'securities  to  deliver  against  his  short 
sales  to  repay  those  securities,  and  the 
extent  to  which,  when  such  payment  is 
required,  repayment  is  effected  with  se¬ 
curities  borrowed  from  another  source 
rather  than  with  securities  purchased  in 
the  market),  the  means  by  which  such 
covering  purchases  are  or  may  be  com¬ 
pelled,  and  whether  any  such  require¬ 
ments  should  be  Imposed  as  a  regulatory 
matter;  and 

(v)  the  extent  to  which  ttie  present 
scheme  of  short  sale  regulation  fails  to 
achieve  Its  objectives  (including  the  ob¬ 
jective  of  preventing  short  sellers  from 


exhausting  support  at  a  given  price  level 
in  a  generally  declining  market,  thus 
forcing  long  sellers  to  a  lower  level  in 
order  to  effect  their  sales)  because  of 
the  lack  of  a  requirement  that  short 
sellers  must  yield  priority  to  long  sell¬ 
ers  at  any  given  price  level,  and  whether 
such  a  requirement  would  be  appropri¬ 
ate  (on  the  basis,  for  example,  that 
short  s^ers  must  yield  priority  to  long 
sellers  at  any  given  price  level,  and 
vdie^er  such  a  requirement  would  be 
appropriate  (on  the  basis,  for  example, 
that  short  selling  is  Justified  only  to  the 
extent  needed  to  supply  liquidity  and 
that  it  is  intrinsically  unfair,  or,  al¬ 
ternatively,  against  public  policy,  to  sub¬ 
ject  an  Investor  who  is  attempting  to 
liquidate  a  long  position,  representing 
an  investment  in  an  enterprise  hdd  at 
market  risk,  to  compete  with  a  seller 
who  has  neither  invested  nor  Intends 
to  do  so,  who  is  not  currently  exposed 
to  the  risks  of  the  market,  and  who 
wishes  merely  to  “gamble”  that  the  mar¬ 
ket  for  the  security  he  seeks  to  sell 
short  will  decline  by  establishing  a  short 
will  decline  by  establishing  a  short 
position) . 

In  addition  to  the  impact  of  short  sell¬ 
ing  on  the  equity  markets,  the  proposed 
deregulati(xi  program,  if  adopted,  is  al¬ 
so  designed  to  ascertain  the  effects,  if 
any.  that  rilmination  of  the  short  sale 
rules  may  have  on  trading  markets  in 
put  and  call  options.  In  this  connection, 
the  Commission  Intends  to  consider  (and 
hereby  scdlcits  comments  on)  the  ex¬ 
tent  to  which  investors  and  market  pro¬ 
fessionals  utilize  various  cations  strate¬ 
gies  (i)  as  risk-limiting  devices  in  con¬ 
nection  with  short  selling  ***  or  (li)  as  an 
alternative  to  short  seUing.™  The  Cran- 


Tot  example.  Investors  creating  sub¬ 
stantial  short  positions  may  elect  to  hedge 
their  short  sales  by  purchasing  calls  covering 
an  equivalent  amount  of  securities.  By  es¬ 
tablishing  a  pre-detemUned  exercise  price, 
the  purchase  of  the  call  options  enabled  the 
short  seUer  to  avoid  tire  potentlaUy  unlim¬ 
ited  up-slde  risk  Inherent  in  covering  the 
short  sale  In  the  event  of  an  unexpected  rise 
In  the  market  price  of  the  underlying  securi¬ 
ties.  Conversely,  a  short  seller  may  elect  to 
hedge  partially  a  shmrt  position  In  the  un¬ 
derlying  stock  against  the  risk  of  a  rising 
market  by  vndtlng  a  put  (with  the  same 
exercise  price)  against  his  short  position.  If 
market  price  of  the  underlying  stock  In¬ 
creases — ^thereby  making  exercise  of  the  put 
uiq>rofltable — ^the  put  wUl  expire  and  the 
writer  will  continue  to  be  at  risk  with  re¬ 
spect  to  his  shcxrt  sale  and  will  be  able  to 
offset  that  risk  partially  through  his  pre- 
mliun  Income.  If  the  market  price  of  the 
underl3rlng  stock  declines  and  the  put  Is 
exercised,  however,  the  writer  can  use  the 
stock  put  to  him  to  cover  his  short  sale — 
retaining  the  premium  as  his  profit  (rather 
than  the  amount  which  could  have  been 
earned  by  making  a  covering  ptirchase  In 
the  market  at  a  lower  price) . 

Tor  example.  Investoos  may  elect  to  pur¬ 
chase  put  options  as  a  risk  limiting  alterna¬ 
tive  to  short  selling.  By  purchasing  a  put 
(with  the  same  exercise  price  as  the  price 
at  which  the  underlying  seciuity  would  have 
been  sold  short),  the  Investmr  can  achieve 
the  same  gain  If  the  price  of  the  underlying 


mission  is  particularly  interested  in  re¬ 
ceiving  views  with  respect  to  the  man¬ 
ner  in  which  such  strategies  may  affect 
either  the  (Hitions  markets  or  the  mar¬ 
kets  for  securities  imderlying  options, 
and  suggestions  as  to  methods  by  which 
any  manipulative  possibilities  could  be 
prevented  by  Commission  rulemaking. 
Moreover,  the  Commission  wishes  inter¬ 
ested  persims  to  consider,  in  commenting 
on  the  proposed  rules  discussed  herein, 
the  effect  of  Commission  approval  of  a 
pilot  program  in  exchange  puts  trading 
(should  such  approval  be  forthcixnlng) 
on  the  desirability  or  timing  tA  a  deregu¬ 
lation  experiment  with  respect  to  short 
sales. 

Finally,  in  addition  to  comments  with 
respect  to  the  issues  discussed  above  re¬ 
lating  to  the  impact  of  short  selling  on 
the  equity  and  options  markets,  the 
Commission  is  also  interested  in  receiv¬ 
ing  the  views  of  interested  persons  as  to 
whether  reporting  and  monitoring  efforts 
will  be  valuable  in  evaluating  these  is¬ 
sues,  and,  if  so.  what  specific  report!^ 
and  monitoring  activities  should  be  \m- 
dertaken  to  acquire  a  statistically  suffi¬ 
cient  evidentiary  base  on  which  to  evalu¬ 
ate  each  of  those  issues. 


security  declines  (lees  the  premium  paid) 
whUe  limiting  his  risk  to  no  more  than  the 
premium  paid.  Moreover.  In  contrast  to  the 
short  seller,  the  put  buyer  Is  not  subject  to 
margin  calls  In  the  event  of  a  price  Increase 
in  the  imderlying  seciurlty.  IndlviducOs  who 
expect  a  stock  to  decline  but  who  Mther  do 
hot  anticipate  that  the  market  will  decline 
sufficiently  to  justifying  a  short  sale,  or  who 
wish  to  employ  the  greater  leverage  oppor¬ 
tunities  available  In  option  transactions,  may 
elect  to  write  uncovered  or  “naked”  call  op¬ 
tions.  Although  the  objectives  OS  uncovered 
writers  of  call  options  and  oS  short  sellers  are 
substantially  the  same,  the  risks  borne  by 
them  differ  In  significant  ways.  For  example, 
(1)  while  the  short  seller  must  (at  some 
future  point  In  time)  cover  by  effecting  a 
closing  purchase  of  options  equal  to  the 
number  previously  written;  and  (11)  since 
most  options  (l.e.,  approximately  90  per¬ 
cent)  expire  unexerclsed,  and  because,  even 
when  editions  are  exercised,  the  exercise  Is 
allocated  among  option  writers  on  a  random 
basis  by  the  Options  Clearing  Corporation, 
the  imcovered  writer  may  never  be  required 
to  cover  his  position,  whereas  the  short  sel¬ 
ler  always  must  eventually  make  a  covering 
purchase.  In  addition,  whfie  the  short  seller 
is  required  to  meet  Initial  margin  require¬ 
ments  currently  equal  to  60  percent  of  the 
value  of  the  undnlylng  securities  (subject 
to  maintenance  adjustments  by  the  par¬ 
ticular  broker  Involved),  the  uncovered 
writer  need  only  meet  initial  margin  re¬ 
quirements  currently  equal  to  30  percent  of 
the  value  of  the  underlying  securities  cov¬ 
ered  by  the  option  (subject  to  certain  ad¬ 
justments)  . 

Finally,  In  contrast  to  the  short  seller 
whose  jnoflts  depend  upon  the  degree  to 
vdiich  the  market  price  of  the  underlying 
security  declines  following  the  short  sale, 
the  uncovered  call  writer’s  profit  Is  iimitAd 
to  the  amoimt  of  the  premium.  Hbwever, 
the  uncovered  writer  may  preserve  his  profit 
even  in  the  absence  of  a  market  decline  to 
the  extent  that  the  market  price  tor  the  un¬ 
derlying  securities  does  not  exceed  the  op¬ 
tion  exercise  price  plus  the  option  premium 
and  related  transaction  costs. 
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m.  Rules  10ar-3(T)  and  lOb-11 

In  order  to  provide  a  framework  .for 
discussion  of  the  issues  relating  to  the 
possible  deregulation  of  short  selling,  the 
Commission  is  proposing  temporary 
Rules  10a-3(T)[A],  10ar-3(T)[B]  and 
10a-3(T)[C].  The  alternative  formula¬ 
tions  represented  by  these  proposed  rules 
are  designed  to  present  a  wide  range  of 
alternatives  with  respect  to  the  scope  of 
a  deregulation  experiment. 

Proposed  Rule  10a-3(T)  tAl  would 
provide  that,  subject  to  the  provisions  of 
proposed  Rule  lOb-21  (17  CPR  §  240.- 
lOb-21)  (with  respect  to  short  sales  prior 
to  and  during  certain  imderwritten  offer¬ 
ings)  .  short  sales  of  securities  which  are 
registered,  or  admitted  to  unlisted  trad¬ 
ing  privileges,  on  a  national  securities  ex¬ 
change  may  be  effected  without  regard  to 
the  provisions  of  paragraphs  (a)  or  (b) 
of  Rules  lOa-1,  or  of  any  exchange  rule 
adopted  in  accordance  with  paragraph 
(a)  (2)  of  Rule  lOa-l,  on  and  after 
January  1,  1978.  Rule  10a^3(T)  [A1 
would  thus  suspend  the  operation  of  the 
short  sale  rule  for  all  exchange-traded 
securities 

Rules  ioa-3(T)[B]  and  10a-3(T)[Cl 
are  modeled  on  proposed  Rule  10a-3(T) 
(A1  but  are  more  limited  in  scop>e.  Rule 
10a-3(T)[Bl  would  suspend  the  opera¬ 
tion  of  the  “tick"  test  only  for  equity 
securities  (other  than  warrants,  rights  or 
options)  w’hich  are  registered,  or  ad¬ 
mitted  to  unlisted  trading  privileges,  on 
more  than  one  national  securities  ex¬ 
changes  and  as  to  which  transactions 
are  reported  in  the  consolidated  sys¬ 
tem.'"  Rule  10a^3(T)  [Cl  would  suspend 
the  “tick"  test  only  for  the  50  most  ac¬ 
tive  equity  securities  (other  than  war¬ 
rants,  rights  or  options)  during  the  12 
calendar  months  proceeding  the  effec¬ 
tive  date  of  the  rule."* 

Under  each  of  the  alternative  formu¬ 
lations  of  proposed  Rule  10a-3(T).  the 
only  provision  of  the  short  sale  rule 
which  would  be  affected  would  be  the 
“tick"  test.  All  other  provisions  of  Rule 
lOa-1,  including  those  requiring  that  all 
orders  be  market  “long”  or  “short,"”* 
and  that  no  order  be  market  “long”  un¬ 
less  certain  conditions  are  met,'“  would 
continue  in  effect. 

In  addition  to  the  suspension  of  the 
"tick"  test  provisions  contemplated  by 
Rules  10a-3(T)lA].  10a-3(T)[B]  and 
10a»-3(T)  [Cl.  the  Commission  is  also 
proposing,  as  part  of  its  deregulation 
program,  the  adotpion  of  'Rule  1  Ob-11 
imder  the  Act  (§  240.10b-ll).  Proposed 
Rule  lOb-11  would  apply  to  short  sales 
of,  all  equity  securities — not  just  short 


The  Commission  estimates  that  adoption 
of  Rule  10a-3(T)JBl  would  Involve  suspen¬ 
sion  of  the  “tick"  test  for  approximately  900 
equity  Issues. 

lu  Determination  of  the  50  securities  which 
would  be  the  subject  of  the  experiment  would 
be  made  be  reference  to  aggregate  volume 
reported  In  the  consolidated  system  over  the 
12  month  period. 

i“RulelOa-l(c)  (17  CPR240.10a-l(c) ). 

'»Rule  lOa-l(d)  (17  CFR  240.10a-l(d) ). 


sales  of  exchange-traded  securities — 
and  would  prohibit  any  person  from  af¬ 
fecting  a  short  sale,  for  his  own  account 
or  for  the  account  of  any  other  person, 
unless  he,  or  the  person  for  whose  ac¬ 
count  the  short  sale  is  effected,  (i)  has 
borrowed  the  security,  or  has.  entered 
into  an  arrangement  for  the  borrowing 
of  the  security,  or  (ii)  has  reasonable 
grounds  to  believe  that  he,  or  the  person 
for  whose  accoimt  the  short  sale  is  ef¬ 
fected,  as  the  case  may  be,  can  borrow 
the  security  so  that,  in  either  event,  he, 
or  the  person  for  whose  account  the 
short  sale  is  effected,  will  be  capable  of 
delivering  the  securities  on  the  date 
delivery  is  due.  Although  the  Commis¬ 
sion  believes  that  these  requirements  re¬ 
garding  the  ability  of  a  short  seller  to 
make  timely  delivery  may  well  reflect 
existing  practice,  the  Commission  is  of 
the  view  that  it  is  appropriate  to  focus 
attention  on  the  necessity  of  compliance 
with  delivery  requirements  in  the  con¬ 
text  of  unregulat^  short  selling  by  cre¬ 
ating  a  new  express  obligation  with  re¬ 
spect  to  a  short  seller’s  ability  (through 
borrowings)  to  meet  those  requirements. 

The  Commission  is  also  interested  in 
receiving  comment  on  formulating  pro¬ 
posed  Rule  lOb-11  in  such  a  way  as  to 
require  persons  effecting  short  sales 
either  for  their  own  account  or  for  the 
account  of  others,  to  be  prepared  to 
demonstrate  that  in  the  event  the  short 
seller  has  not  borrowed  or  entered  into 
an  arrangement  to  borrow  the  securities 
to  be  sold  short  prior  to,  or  at  the  time 
the  short  sale  is  effected,  the  short  seller 
or  the  person  effecting  the  short  sale  for 
him  has  a  reasonable  basis  for  believing 
that  the  short  seller  will  be  capable  of 
delivering  the  securities  sold  short  when 
delivery  is  due.  Finally,  the  Commission 
wishes  to  receive  comment  on  the  de¬ 
sirability  of  eliminating  clause  (b)  of 
proposed  Rule  lOb-11,  thus  requiring, 
in  all  cases,  that  securities  to  deliver 
against  a  short  sale  be  borrowed  (or  an 
agreement  for  such  borrowing  be  en¬ 
tered  into)  prior  to  or  at  the  time  of  any 
short  sale. 

The  text  of  proposed  temporary  Rules 
10a-3(T)  [Al,  10a-3(T)  [B1  and  10a-3(T) 
[Cl  (17  CFR  §§  240.10a-3(T)  [A],  240.10a 
3(T)[B]  and  240.10a-3(T)  [Cl  and  pro¬ 
posed  Rule  lOb-11  (§  240.10b-ll)  are  set 
forth  at  the  end  of  this  release. 

In  publishing  temporary  Rules  lOa-3 
(T)  [Al.  10ar-3(T)  [B1  and  10a-3(T)  [Cl 
(17  CFR  §§  240.10a-3(T)[Al.  240.10ar-3 
(T)  [B1  and  240.10a-3(T)  [Cl  for  public 
comment,  the  Commission  wishes  to  em¬ 
phasize  that  the  rules,  as  proposed,  rep¬ 
resent  suggested  approaches  with  respect 
to  the  scope  and  timing  of  an  experiment 
in  deregulation  with  respect  to  short  sell¬ 
ing.  The  Commission  recognizes,  how¬ 
ever,  that  there  are  other  alternative  ap¬ 
proaches  available  with  respect  to  such 
an  experiment,  and  commentators  are 
requested,  in  submitting  comments  on 
the  proposed  rules,  to  consider  whether 
or  not  such  other  alternatives  would  pro¬ 


vide  the  Commission  with  a  more  mean¬ 
ingful  experiment  regarding  the  impact 
of  removal  of  the  current  restrictions  on 
short  selling  than  would  the  approach 
proposed  in  temporary  Rules  10ar-3(T) 
[Al,  10a-3(T)[Bl  and  10a-3(T)[Cl.  In 
addition,  the  C(Knmlssion  wishes  to  re¬ 
ceive  comment^  on  certain  other  Issues 
relating  to  the  deregulation  proposal,  as 
discussed  below. 

a.  Scope  of  Suspension.  As  indicated 
above,  proposed  Rules  10a-3(T)  [Al. 
10a-3(T)  [Bl  and  10ar-3(T)  [Cl  are  de¬ 
signed  to  provide  a  wide  range  of  possible 
alternatives  with  respect  to  a  short  sale 
deregulation  experiment.  The  Commls-  ' 
Sion  is  especially  interested  in  receiving 
the  views  of  commentators  as  to  whether 
a  meaningful  experiment  (yet  one  which 
is  fair  to  issuers,  brokers,  dealers  and  the 
public)  can  be  conducted  using  a  snudler 
number  of  issues  than  that  proposed  in 
Rule  10a-3(T)  [Al.  Interested  persons 
who  believe  the  experiment  could  be  con¬ 
ducted  on  a  sample  basis  (as  contem¬ 
plated  by  proposed  Rules  10a-3(T)  [Bl 
and  [Cl  should  specify  the  appropriate 
number  of  securities  to  be  included  in 
the  sample  and  the  manner  in  which 
such  securities  should  be  selected  (e.g., 
on  a  random  ba.'^is) . 

Commentators  favoring  adc^tlon  of 
either  proposed  Rule  10ar-3(T)  [Bl  or  10 
a-3(T)[C]  (or  some  variation  thereof) 
should  also  address  themselves  to  a  num¬ 
ber  of  concerns  which  the  Commission 
has  regarding  use  of  a  smaller  number 
of  issues  than  that  proposed  in  Rules  10 
a-3(T)  [Al.  First,  the  Commission  is  con¬ 
cerned  that  selection  of  a  small  sample 
for  purposes  of  the  deregulation  experi¬ 
ment  may  not  result  in  a  representative 
selection,  or  that  the  results  of  the  study 
may  be  impaired  if  a  significant  number 
of  the  sample  stocks  exhibit  unusual  de¬ 
viations  from  historical  trading  patterns. 

Second,  there  is  a  possibility  that  the 
results  of  the  study  may  be  biased  by  the 
selection  process  itself  in  that  investors 
might  behave  differently  with  respect  to 
those  stocks  included  in  the  sample 
knowing  that  such  stocks  are  part  of  a 
statistical  study.  The  possibility  of  per¬ 
sons  attempting  to  influence  the  results 
of  the  study  in  this  way  is,  in  our  view, 
minimal,  but,  nevertheless,  such  activity 
remains  a  p^ibillty  so  long  as  the  sam¬ 
ple  selected  is  relatively  small. 

Third,  the  Commission  notes  that  any 
selection  of  securities  which  does  not  in¬ 
clude  all  exchange-traded  securities 
might  be  viewed  by  those  issuers  selected 
for  deregulation  (and  by  holders  of  their 
securities)  as  being  arbitrary  and  unfair, 
and  possibly  as  imposing  a  burden  on 
competition  which  is  not  otherwise  justi¬ 
fied  by  reference  to  the  purposes  jn  the 
Act.”'  Issuers  selected  for  deregulation 
may  argue  that  eliminating  short  sale 
regulation  with  respect  to  their  securities 
may  result  in  increased  volatility  for 
their  securities  (since  there  would  no 
longer  be  any  rules  slowing  market  de- 


See  note  1 14  supra. 
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Clines  in  tliose  issues  by  discouraging 
short  sale  activity),  and  that' this  in¬ 
creased  volatility  would,  in  turn,  lead  to 
inferior  secondary  maricet  for  those  se¬ 
curities  and  make  it  more  difficult  for 
the  issuers  whose  secxulties  are  selected 
for  deregulation  to  raise  equity  capital 
in  the  f  utxure.  The  Ccanmission.  of  course, 
expresses  no  view  at  this  time  with  re¬ 
spect  to  the  merits  of  these  arguments, 
but  nevertheless  notes  that  such  argu¬ 
ments  may  be  raised  and  requests  inter¬ 
ested  persons  to  comment  regarding 
those  arguments  as  well  as  any  other 
possible  Impacts  on  issuers  which  might 
result  from  ad(H?tion  of  any  of  the  alter¬ 
native  proposed  temporary  rules. 

b.  Termination  Date.  Tranporary  Rules 
10ar-3(T)(A),  10a-3(T)(B)  and  lOa-3 
(TXC).  as  pr(^;>osed.  would  contain  no 
termination  date,  and  ther^ore  would 
remain  in  effect  indefinite.  The  Com¬ 
mission  is  currently  of  the  view  that  the 
suspension  of  the  short  sale  rule  conton- 
plated  by  pn^osed  Rules  10a-3(T)(A), 
10a-3(T)(B)  and  10ar-3(T)  (C),  regard¬ 
less  of  its  scope,  should  remain  in  effect 
for  a  sufficient  time  to  gather  the  data 
necessary  to  reach  (xmclusions  cm  the 
various  issues  discussed  herein.  The  Com¬ 
mission  considers  it  difficult,  if  not  im¬ 
possible,  to  predict  with  certainty  in  ad¬ 
vance  how  long  that  task  misht  take  to 
accomplish.  Fmr  example,  it  may  be  de¬ 
sirable  toe  purposes  of  the  s^idy  to  con¬ 
sider  the  pattern  of  short  sales  in  both 
advancing  and  declining  maiicets,  since 
a  study  of  short  selling  in  an  advancing 
market  may  not  provide  any  insight  as 
to  the  pattern  of  short  skiing  which 
might  prevail  in  a  declining  market  en¬ 
vironment.  Since  there  is  no  rdiable  way 
of  predicting  when  advancing  or  declin¬ 
ing  maiket  conditions  may  occur,  it  may 
be  necessary  to  continue  the  experimrat 
on  a  relatively  long  term  basis  to  evalu¬ 
ate  short  selling  under  all  maiket  cemdi- 
tlons. 

On  the  other  hand,  a  study  conducted 
in  today’s  market  may  yield  sufficient 
data  to  permit  the  Commission  to  con¬ 
clude  the  experiment  after  a  relatively 
short  length  of  time  (e.p.,  six  to  nine 
months).  The  Commission,  therefore,  is 
particularly  interested  in  the  views  eH 
interested  persons  with  respect  to  (1) 
whether  the  Commission  should  estab¬ 
lish  a  firm  termination  date  for  the  de¬ 
regulation  experiment,  (ii)  if  so,  what 
time  podod  should  be  selected,  and  (ill) 
whether  long  term  trends  in  the  maiket 
(up  oe  down)  are  important  in  deter¬ 
mining  the  appr<g)riate  length  time 
for  the  experiment. 

c.  Other  Issues  Related  to  Proposed 
Dereovtation  Experiment.  In  addition  to 
comments  on  Uie  proposed  rules  and 
the  policy  issues  discussed  earlier,  the 
Commission  also  wishes  to  receive  the 
views  of  interested  persons  on  the  fol¬ 
lowing  issues  relating  to  the  scope  of  the 
Commission’s  deregulation  proposals: 

(i)  Whether,  and  in  what  manner, 
should  short  sales,  and  perhaps  cover¬ 
ing  purchases,  be  disclosed  as  such  on  a 


current  basis  (in  the  consolidated  sys¬ 
tem  or  otherwise) ; 

(li)  If  short  sales  should  be  disclosed 
as  such  on  a  current  basis,  whether  any 
class  of  persons  should  be  exempted  from 
or  treated  differently  under  such  a  re¬ 
quirement  ie.g.,  registered  occhange  spe¬ 
cialists,  market  makers,  “block  position¬ 
ers”)  ; 

iiii)  Whether,  and  in  what  manner, 
the  aggregate  short  position  in  any  secu¬ 
rity  should  be  disclosed; "" 

(iv)  Whether,  and  under  what  circum¬ 
stances,  the  Conunissi(m  should  exercise 
its  authority  either  (A)  to  reimpose  ttie 
“tick”  test  requironents,  or  (B)  prohibit 
short  selling  (either  by  all  persons  or  by 
non-professionals  or  by  all  persons  other 
than  tiiose  performing  market  making 
fimctions) ,  in  all  stocks  or  in  a  particu¬ 
lar  stock;  “• 

(V)  Whether  suspension  of  short  sale 
regulation  should  be  limited  to  public 
short  sales  (i.e.,  short  sales  effected  by. 
or  for  the  accoimt*  of,  a  person  other 
than  a  broker  dl*  dealer) ;  and 

(Vi)  Whether  suspension  of  short  sale 
regulation  should  be  limited  to  situations 
in  which  the  market  for  the  security  pro¬ 
posed  to  be  sold  short  is  advancing  (i.e., 
the  last  sale  price  as  reported  in  the  con¬ 
solidated  system  is  above  the  closing 
price  for  the  previous  day  as  reported  in 
the  consolidated  system) . 

IV.  Request  for  Comment 

The  Securities  and  Exchange  Commis¬ 
sion  hereby  pr(Hx>ses  Rules  10ap-3(T)  [A], 
10a-3(T)  [B]  and  10ar-3(T)  [C]  (17  CPR 
§5  240.10a-3(T)  [Al,  240.10aP-3(T)  [B] 
and  240.10ar-3(T)  [C]  and  lOb-11  (9  240. 
1  Ob-11)  pursuant  to  its  authority  under 
the  Securities  and  Exchange  Act  of  1934 
(15  U.S.C.  78a  et  seq..  as  amended  by 
Pub.  L.  No.  94-29  (Jime  4,  1975).  Rules 
10a-3(T)[A],  10ar^(T)[B]  and  lOa-3 
(T)[C]  are  proposed  pursuant  to  Sec- 
Uons  2,  3.  6.  9.  10.  11.  IIA.  15.  17  and  23 
of  the  Act  (15  U.S.C.  78b,  78c.  78f,  78i, 
78J.  78k.  78k-l.  78o.  78q  and  78w),  and 
Rule  lOb-11  is  proposed  pursuant  to  Sec¬ 
tions  2, 3. 10  and  23  of  the  Act  (15  n.S.C. 
78b,  7aic,  78j  and  78w) .  The  texts  of  the 
proposed  rules  are  as  follows: 

§  240.10a— 3  (T)  [A]  Short  sales  of  listed 
securities.  '' 

Subject  to  the  Provisions  of  9  240.10b- 
21  (Rule  lOb-21  imder  the  Act),  short 
sales  of  securities  which  are  registered,  or 
admitted  to  unlisted  trading  privileges. 
oo.  a  national  securities  exchange  may  be 
effected  without  regard  to  the  provisions 


^  For  example,  a  possible  approach  would 
be  to  require  disclosure  of  the  aggregate 
shOTt  position  in  each  exchange-traded  se¬ 
curity  on  a  dally  b^ls  (foUowing  the  close 
of  trading  in  all  ma^et  centers) . 

USAs  indicated  previously,  an  emergency 
provision  providing  for  the  temporary  ban¬ 
ning  of  short  seUing,  in  all  stocks  or  in  a 
particiilar  stock,  upon  an  apprc^rlate  finding 
by  the  Commission  of  need  for  such  action, 
was  recommended  by  the  Special  Study.  See 
note  76  supra. 


Of  paragnqihs  (a)  or  (b)  of  9  240.10a-l 
(Rule  lOa-1  under  the  Act) ,  or  (ff  any  ex¬ 
change  rule  adopted  in  accordance  with 
paragraph  (a)  (2)  of  9  240.10a-l,  on  and 
after  January  1, 1978. 

§  240.10s— 3(T)  [B]  Short  sales  listed 
securities. 

Subject  to  the  provisions  of  9  240.10b- 
21  (Rule  lOb-21  imder  the  Act),  short 
sales  of  equity  securities  (other  than 
warrants,  rights  or  options)  registered, 
or  admitted  to  unlisted  trading  privileges, 
on  more  than  cme  national  securities  ex¬ 
change  and  with  respect  to  which  trans¬ 
actions  are  reported  in  the  consolidated 
transaction  reporting  system  contem¬ 
plated  by  9  240.17a-15  (Rule  17ar-15  un¬ 
der  the  Act) ,  may  be  effected  without  re¬ 
gard  to  the  provisions  of  paragraph  (a) 
of  9  240.10a-l  (Rule  lOar-1  under  the 
Act) .  or  of  any  exchange  rule  adc^ted  in 
accordance  with  paragraph  (a)  (2)  of 
9  240.10a-l,  on  and  after  January  1, 1978. 

§  240.10a-3(T)  [C]  Short  sales  of  listed 
securities. 

Subject  to  the  provisions  of  9  240.10b- 
21  (Rule  IOb-21  under  the  Act),  short 
sales  of  the  50  eqffity  securities  (other 
than  warrants,  rights  or  options)  which 
accounted  for  the  highest  aggregate 
volume  reported  in  the  consolidated 
transaction  reporting  system  contem¬ 
plated  by  9  240.17a-15  (Rule  17a-15  un¬ 
der  the  Act)  (the  “consolidated  sys¬ 
tem”)  during  the  12  calendar  months 
preceding  the  effective  date  of  this  sec¬ 
tion.  may  be  effected  without  regard  to 
the  provisions  of  paragraph  (a)  (ff 
9  240.10a-l  (Rule  lOa-1  under  the  Act) , 
or  of  any  .  exchange  rule  adopted  in  ac¬ 
cordance  with  paragraph  (a)  (2)  of 
9  240.10a-l,  on  and  after  January  1, 1978. 

(Secs.  3.  3.  6,  11.  15.  17.  23,  Pub.  L.  73-291, 
48  Stat.  881.  882,  885,  891,  885,  897,  901,  as 
amended  by  secs.  2,  3.  4,  6,  11,  14,  18.  Pub.  L. 
94-29,  89  Stat.  97.  97,  104.  110,  121,  137,  156 
(15  UJS.C.  78b.  78c.  78f,  78k,  78o,  78q.  78w. 
as  amended  by  Pub.  L.  94-29  (June  4, 1975) ) ; 
secs.  9,  10,  Pub.  L.  78-291,  48  Stat.  889,  891 
(15  U.S.C.  781,  78J):  sec.  7,  Pub.  L.  94-29,  89 
Stat.  Ill  (15UA.C.''78k-l) ) 

§  240.10b— 11  Requirement  of  borrow¬ 
ing  in  connection  with  short  sales. 

It  shall  c(»istitute  a  “maniuplative  or 
deceptive  device  or  contrivance,”  as  that 
term  is  used  in  Section  10(b)  of  the  Act, 
for  any  person  to  effect  a  short  sale  ot 
any  .equity  security,  for  his  own  account 
or  for  the  account  of  any  other  person, 
unless  he,  or  the  person  for  whose  ac- 
coimt  the  ^ort  sale  is  effected,  (a)  has 
borrowed  the  security,  or  has  entered  into 
an  arrangement  for  the  borrowing  of  the 
security,  or  (b)  has  reasonable  grounds  to 
believe  that  he,  or  the  person  for  whose 
account  the  short  sale  is  effected,  as  the 
case  may  be,  can  borrow  the  security,  so 
that,  in  either  event,  he  or  the  person  for 
whose  account  the  short  sale  is  effected, 
will  be  capable  of  delivering  the  security 
on  the  date  delivery  is  due. 

(Secs.  2.  3,  23,  Pub.  L.  78-291, 48  Stat.  881,  882, 
901,  as  amended  by  secs.  2,  8,  18.  Pub.  L.  94- 
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2».  89  Stat.  97, 97, 156  (16  U3.C.  78b,  78c,  78w, 
M  amended  by  Pub.  L.  94-29  (June  4, 1975) ) ; 
■ec.  10,  Pub.  L.  78-891,  48  8Ut.  891  (16  UB-O. 
78J) 

Interested  persons  are  invited  to  sub¬ 
mit  written  views,  data  and  arguments 
with  reflect  to  proposed  temporary  Rules 
10a-3(T)[A],  10ar-3(T)[B]  and  lOar-3 
(T)  (Cl  and  proposed  Rule  lOb-11,  as  well 
as  with  respect  to  the  additional  Issues 
and  inQuiries  discussed  in  this  release. 
Persons  wishing  to  make  such  submis¬ 
sions  should  file  six  copies  thereof  with 
George  A.  Fitzsimmons,  Secretary,  Secu- 
'  rities  and  Ebcchange  Commission,  Room 
892,  500  North  Capitol  Street,  Washing^ 
ton,  D.C,  20549  not  later  than  March  1, 
1977.  All  submissions  should  refer  to  File 
No.  S7-665  and  will  be  available  for  pub¬ 
lic  inspection  at  the  Commission’s  Public 
R&erence  Room,  1100  L  Street,  NW., 
Washington,  D.C. 

By  the  Commission. 

George  A.  Fitzsimmons, 
Secretary. 

December  21,  1976, 

[FR  Doc.76-38058  FUed  12-27-76;8:46  am] 


[17CFRPart240] 

(Release  No.  34-13002;  FUe  No.  87-5101 

PROHIBITIONS  RELATING  TO  PUBUC 
OFFERINGS 

Proposed  Amendments  to  Short  Sales  and 
Recordkeeping  Rules 

The  Securities  and  Elxchange  Ctmimls- 
sion  announced  today  that  it  has  pro¬ 
posed  for  comment  an  alternative  ver- 
sicm  of  proposed  Rule  lOb-21  (17  CFR 
9  240.10b-21),  as  well  as  amendments  to 
paragraphs  (a)  (6)  and  (a)  (7)  of  Rule 
17a^  (17  CFR  99  240.17ar-3(a)  (6)  and 
(a)  (7) )  under  the  Securities  Exchange 
Act  of  1934  (the  “Act”)  (15  U.S.C.  78a  et 
seg.,  as  amended  by  Pub.  L.  No.  94-29 
(June  4, 1975) ) .  restricting  short  sales  of 
securities  prior  to  and  during  underwrit¬ 
ten  public  offerings  of  securities  for  cash, 
and  establishing  certain  additional 
recordkeeping  requirements  with  respect 
to  short  sales.  The  proposed  rule  and 
amendments  were  first  proposed  in  Se¬ 
curities  Exchange  Act  Release  No.  10636 
(February  11,  1974).  39  FR  7806  (1974), 
and  were  reproposed  in  Securities  Ex¬ 
change  Act  Release  No.  11328  (April  2, 
1975).  40  PR  16090  (1975).  Interested 
persons  should  refer  to  those  releases  for 
a  discussion  of  the  practices  which  the 
proposed  rule  and  amendments  are  in¬ 
tended  to  address.  After  reviewing  the 
comments  received  on  these  proposals, 
the  Commission  has  determined  to  solicit 
comment  on  modification  of  their  pro¬ 
visions  in  important  respects.  Conse¬ 
quently,  the  Commission  is  publishing  an 
alternative  version  of  proposed  Rule  10b- 
21  and  republishing  the  amendments  to 
Rule  17a-3  for  further  cunment. 
Proposed  Rxile  10b-21 

a.  General.  Proposed  Rule  lOb-21  has 
been  revised  in  concept  for  purposes  of 
receiving  additl<mal  comments  thereon 


and  cmnpcuison  with  the  Commission’s 
prior  proposal  with  respect  to  that  Rule. 
The  C(xninission  is  peurticularly  inter¬ 
ested  in  receiving  (Kxnments  comparing 
the  desirability  and  efiOcacy  of  the  mech¬ 
anisms  for  regulating  pre-offering  short 
selling  contonplated  by  Rulq  lOb-21  in 
the  form  last  published  in  April,  1975, 
with  those  pn^iMsed  herein. 

Proposed  Rule  lOb-21  is  designed  to 
prevent  manipulative  short  selling  prac¬ 
tices  in  connection  with  underwritten 
offerings  of  securities  of  the  same  class 
as  outstanding  securities.  Manipulative 
opportunities  exist  in  such  offerings  be¬ 
cause  the  outstanding  securities  can  be 
sold  short  prior  to  the  commencement 
of  the  offering  with  the  expectaticm  that 
such  selling  activity  will  lower  the  price 
of  the  offered  security  and  enable  the 
short  seller  to  cover  at  a  depressed  price 
(usually  with  shares  which  are  the  sub¬ 
ject  of  the  offering) . 

As  published  for  comment  in  April, 
1975,  proposed  Rule  lOb-21  would  oper¬ 
ate  to  deter  manipulative  short  selling 
prior  to  underwritten  offerings  by  re¬ 
stricting  the  ability  of  persons  to  make 
covering  purchases  within  certain  periods 
and  from  certain  persons.  Thus,  pro¬ 
posed  Rule  lOb-21,  as  published  in 
April,  1975,  would  pn^bit  a  covering 
purchase  in  connection  with  a  short  sale 
if  the  short  sale  was  made  within  a  ten- 
day  peri(xl  prior  to  the  commencement  of 
an  offering  covered  by  a  registration 
statement  or  a  notification  on  Form  1-A 
and  if  the  (X}vering  purchase  would  be 
made  from  an  underwriter  or  other 
dealer  participating  in  the  distribution. 
In  addition,  if  the  short  sale  was  made 
within  five  days  of  the  commencement  of 
the  offering,  the  Rule  would  prohibit 
covering  purchases  of  securities  of  the 
same  class  as  those  covered  by  the  regis¬ 
tration  statement  or  notification  on  Form 
1-A  within  a  five  day  period  after  the 
commepcement  of  the  offering  or  before 
the  termination  of  the  offering,  which¬ 
ever  is  earlier.  The  applicable  prohibition 
against  covering  purchases  would  ex¬ 
tend  to  a  short  sale  of  a  security  of  the 
same  class  as  the  offered  security  and  the 
purchase,  within  the  specified  period,  of 
a  security  convertible  into  or  exchange¬ 
able  for  a  security  of  the  same  class  as 
the  security  offered. 

The  alternative  proposal  published  to¬ 
day  would,  if  adopted,  alter  the  regula¬ 
tory  approach  ccmtemplated  by  the  April, 
1975,  proposal  in  important  respects. 
Rather  than  prohibiting  covering  pur¬ 
chases,  propo^  Rule  lOb-21,  as  pub¬ 
lished  herein,  would  regulate  short  sales 
of  securities  of  the  same  class  as  offered 
securities  directly  through  the  use  of  a 
“tick”  test  which  would  apply  during  the 
pre-offering  period  and  continue  until 
termination  of  post-offering  stabilizing 
arrangements.^  ’Thus,  revised  Rule  10b- 


t  Commentators  are  also  requested  to  con¬ 
sider  whether,  if  the  approach  contemplated 
by  the  revised  proposal  is  adopted,  the  length 
of  time  the  pndilbitions  of  the  rule  would 
be  applicable  should  be  limited  to  a  maxi¬ 
mum  of  five  days  after  the  commencement 
of  the  offering. 


21,  as  proposed  herein,  would  regulate 
short  selling  after  the  effective  date, 
while  the  prior  pr(H>osal  would  regulate 
only  covering  purchases,  and  then  only 
for  a  maximum  of  five  days  after  com¬ 
mencement  of  the  offering.  Since  the 
CcMaamission’s  investigation  of  the  unlaw¬ 
ful  practices  which  led  to  the  original 
proposal  of  Rule  lOb-21  did  not  involve 
short  selling  subsequent  to  the  offering 
date,  the  (Commission  specifically  invites 
comment  on  that  portion  (ff  revised  Rule 
lOb-21  which  would  mctend  the  tvcdiibi- 
tions  of  the  Rule  to  the  period  following 
the  offering. 

For  securities  registered,  or  admitted 
to  unlisted  trading  privileges,  (m  na¬ 
tional  securities  exchanges,  proposed 
Rule  lOb-21.  as  revised,  would  rely  on 
the  “tick”  test  provisions  of  the  Com¬ 
mission’s  existing  short  sale  rule.  Rule 
lOa-1  under  the  Act  (17  CFR  9  240.10a- 
1) ,  to  regulate  short  selling  prior  to  and 
during  underwritten  offerings.  Rule  10a- 
1  prohibits  any  person  from  effecting  a 
short  sale  of  any  security  as  to  which 
trades  are  reported  in  the  ccmsolidated 
transaction  reporting  system  ccmtem- 
plated  by  Rule  17a-15  under  the  Act  (17 
CFR  9  240.17a^l5)  (the  “consoUdated 
system”)  at  a  price  below  the  price  of  the 
last  sale  thereof  (i.e.,  on  a  minus  tick), 
or  at  the  price  of  the  last  sale  thereof  if 
the  preceding  different  sale  was  effected 
at  a  higher  price  (Le.,  on  a  zero  minus 
tick),  reported  in  the  cons(didated  sys¬ 
tem.*  It  is  possible  that  Rule  lOa-1,  by 
preventing  short  sales  of  exchange- 
traded  securities  at  successively  lower 
prices  (and  thereby  limiting  the  poten¬ 
tial  profits  of  short  sellers) ,  to  a  large  ex¬ 
tent  discourages  the  manipulative  mar¬ 
ket  tactic  described  above  and  conceiv¬ 
ably  reducee  the  need  for  further  pro¬ 
phylactic  measures. 

Rule  lOb-21,  as  republished  herein,  has 
been  drafted  in  light  of  the  Ckmimission’s 
investigation  and  proceeding,  also  an¬ 
nounced  today,  to  determine  whether  to 
suspend  in  part  the  operation  of  Rule 
lOa-1.*  If  some  variation  of  pr(H>osed 
Temporary  Rule  10a-3(T)  is  adopted, 
(particularly  in  the  comprehensive  form 
contemplated  by  version  [Al  of  the  pro¬ 
posal)  ,  the  provisions  of  paragraphs  (b) 
(1)  and  (c)  (1)  of  the  proposed  alterna¬ 
tive  Rule  lOb-21  would  retain  short  sale 
regulation  as  presently  embodied  in  Rule 
lOa-1  for  securities  which  are  the  sub- 


*Wlth  respect  to  exchange-traded  securi¬ 
ties  as  to  which  trades  are  not  reported  In 
the  consolidated  system.  Rule  lOa-1  pro¬ 
hibits  short  sales  on  a  minus  or  zero  minus 
tick  determined  by  reference  to  the  preced¬ 
ing  transaction  In  the  security  to  be  sold 
short  occurring  on  that  exchange.  Fm:  secur¬ 
ities  reported  In  the  cons<91dated  system. 
Rule  lOa-1  also  permits  a  national  securities 
exchange  to  elect  to  have  the  permissibility 
of  short  sales  determined  by  reference  to  the 
last  sale  on  that  exchange  rather  than  by 
reference  to  the  consolidated  system. 

*See  Securities  Exchange  Act  Release  No. 
13091  (December  21,  1976),  publishing  for 
public  comment  proposed  tempm^y  Rules 
10a-3('l')(A].  10ar-3(T)[B]  and  10ar^(T)[C) 
under  the  Act  (17  CFR  ii  240.10a-3(T)  [A], 
240.10a-3(T)  (B]  and  240.10a(T)  [C]). 
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Ject  of  an  underwrittoi  offering  for  cash 
during  the  pre-offering  and  offering  pe¬ 
riods.  If  no  variation  of  proposed  Tehi- 
porary  Buie  lOa-SCT)  is  adc^ted,  cer¬ 
tain  changes  in  the  proposed  alternative 
Rule  lOb-21.  of  course,  would  be  made 
(including  elimination  of  pejagraph  (c) 
(1)  thereof). 

With  respect  to  over-the-counter  secu¬ 
rities  as  to  which  quotations  are  re¬ 
ported  in  the  National  Association  of 
Securities  Dealers  Automated  Quotations 
systan  (“NASDAQ”),  it  would  appear 
that  market  depressing  short  sales  to  and 
during  underwritten  public  offerings  for 
cash  can  be  prevent^  directly  Yyy  iho- 
hibtting  than  from  being  effected  during 
the  pre-offering  and  offering  periods  be¬ 
low  a  price  Vsth  point  above  the  high¬ 
est  independent  bid  reflected  in  NAl^AQ 
(subject  to  an  exception  tor  maiicet  mak¬ 
ers  and  certain  others  analogous  to  those 
contained  in  Rule  lOa-1).  These  limita- 
tlcms  are  set  forth  in  paragraphs  (b)  (1) 
and  (c)  (2)  of  the  ];Mopo6ed  alternative 
Rule.*  The  objective  of  these  restrictions 
would  be  to  prevent  short  sellers,  during 
the  pre-offering  and  offering  periods, 
from  “crossing”  the  market  to  “hit”  bids, 
thus  forcing  quoted  prices  to  even  lower 
levels.  As  to  non-listed,  non-NASDAQ 
securities,  the  Commission  does  not  be¬ 
lieve  Rule  10b-21’s  protections  are 
needed,  since  issuers  of  securities  in  that 
calory  rardy  have  recourse  to  public 
capital  more  than  once  unless  listed  or 
NASDAQ  status  hak  been  achieved. 

b.  Determination  of  regviated  period. 
It  may  be  desirable  that  Rule  10b^21,  in 
whatever  form  adopted,  contain  a  mech¬ 
anism  by  which  investors  and  securi¬ 
ties  FMTofessionals  may  be  notified  in  ad¬ 
vance  of  the  period  durixig  which  the  pro¬ 
hibitions  of  the  Rule  would  come  into 
play.  Rule  lOb-21  would  establish  such  a 
mechanism  by  requiring  the  underwriter 
or  managing  underwrite:,  in  the  case  of 
non-competitive  offerings,  or  the  issuer 
(or  other  person  on  whose  behalf  the 
offering  is  made) .  in  the  case  of  competi. 
tive  offerings,  to  establish,  in  good  faith, 
an  expected  offering  date  with  respect  to 
a  proposed  imderwritten  offering  and  to 
notify  the  Commission,  relevant  self- 
regulatory  organizations  and  others' of 
this  date.”  The  Oommisslmi  anticipates 


« Ck>nuneiitators  should  also  address  them¬ 
selves  to  the  deslrabUity  of  \islng  as  a  refer¬ 
ence  point  for  permissible  short  sales  of 
NASDAQ  securities  dmdng  the  pre-offering 
and  offering  periods  the  representative  bid 
displayed  in  Level  1  of  NASDAQ  rather  than 
the  highest  Independent  bid  displayed  in 
Level  2  (as  proposed  herein).  Persons  com¬ 
menting  on  the  Use  ot  the  representative 
bid  as  a  reference  point  should  attempt  to 
assess  the  extent  to  which  use  of  that  refer¬ 
ence  point  would  preclude  predatcny  or 
manipulative  short  selUng  prior  to  and  dur¬ 
ing  underwritten  offerings  (e.y.,  cause  even 
those  bidders  whose  bids  would  be  insulated 
from  short  selUng  (because  their  bids  are 
at  or  bekyw  the  price  of  the  representative 
bid)  during  the  period  of  the  rule’s  applica¬ 
tion  to  reduce  the  price  levels  of  their  bids). 

>  Estimates  of  the  expected  offering  date 
made  otherwise  than  in  good  faith  or  with¬ 
out  any  reasonable  basis  under  the  circum¬ 
stances  would  be  proscribed  by  paragraph  (b) 
(2)  of  the  proposed  alternative  Rule. 


that  those  organizations  (and  private 
netra  services)  will  take  sta>s  to  ensure 
the  iMTompt  and  widespread  dissemina¬ 
tion  of  that  information  so  that  investors 
and  market  professionals  will  be  aware 
of  the  expected  offodng  date  in  advance 
of  the  commenconent  of  restrictions  on 
sh(Mt  selling.*  Such  restrictions  would 
commence  at  the  <g>ening  of  business  on 
the  toith  business  day  preceding  the  ex¬ 
pected  offering  date  (or,  in  the  event  no¬ 
tice  of  the  expected  offering  date  pre¬ 
cedes  the  expected  offering  date  by  less 
than  ten  business  days,  at  the  time  per¬ 
sons  subject  to  the  restrictions  know,  or 
in  the  exercise  of  reasonable  care  should 
know,  of  such  expected  offering  date) 
tind  continue  until  the  close  of  business 
un  the  date  stabilizing  arrangements  and 
Lrading  restrictions  among  the  under¬ 
writers  of  the  offCTing  are  terminated. 

In  the  event  that,  subsequent  to  pro¬ 
viding  notice  of  the  expected  offering 
date,  the  imderwriter  or  managing  un¬ 
derwriter,  in  the  case  of  a  noncompetitive 
offering,  or  the  issuer  (or  other  person  on 
whose  behalf  the  offering  is  to  be  made) , 
in  the  case  of  a  competitive  offering, 
knows,  or  in  the  exercise  of  reasonable 
care,  should  know,  that  the  offering  will 
not  commence  on  or  before  the  expected 
offering  date,  he  must  provide,  as 
promptly  as  practicable  under  the  cir¬ 
cumstances,  notice  of  the  fact  that  such 
offering  is  no  longer  expected  to  com¬ 
mence  on  the  date  specified  and  either 
(1)  the  revised  expected  offering  date, 

(ii)  the  fact  that  such  offering  has  been 
postponed  indefinitely  or  withdrawn,  or 

(iii)  a  representation  that  notice  of  a 
new  current  expected  offering  date  will  be 
given  at  a  future  date.  If  an  underwriter 
or  issuer  has  to  revise  his  expected  offer¬ 
ing  date  and  does  not  announce  a  new 
expected  offering  date,  short  sale  restric¬ 
tions  will,  of  course,  terminate,  since 
there  will  no  longer  be  in  place  a  “cur¬ 
rent  expected  offering  date”  within  the 
meaning  of  the  proposed  rule.  Restric¬ 
tions  on  short  selling  will  not  recom¬ 
mence  (mtil  (and  unless)  a  new  expected 
(Bering  date  is  selected;  upon  selection 
of  a  new  date  restrictions  will  recom¬ 
mence  in  accordance  with  the  proposed 
alternative  Rule  on  the  tenth  business 
day  prior  to  the  new  expected  offering 
date. 

If  an  underwriter  or  issuer  or  other 
person  on  whose  behalf  an  offering  is 
being  made  revises  the  expected  tiering 
date  and  selects  a  new  date  as  the  ex¬ 
pected  offering  date,  whether  or  not  re¬ 
strictions  on  short  selling  terminate  de¬ 
pends  upon  the  new  date  selected  as  the 
expected  offering  date.  If  the  time  period 
between  the  date  notice  of  the  revised 
date  is  given  and  the  revised  date  is  less 
than  ten  business  days  from  the  date  of 


*  The  Ck>nuntoBlon  is  partictilarly  interested 
in  receiving  conunents  on  this  aspect  of  pro¬ 
posed  alterative  Rule  lOb-21,  especlaUy 
from  those  persons  who  would  be  expected 
to  perform  the  frinction  of  disseminating  in¬ 
formation  as  to  the  expected  offering  date, 
revisions  and  syndicate  terminations  (e.g.,  as 
to  the  means  by  which  information  would 
be  disseminated,  their  willingness  to  do  so, 
and  rOated  matters) . 


such  notice,  short  sale  restrictions  will 
not  terminate  and  will  ccmtlnue  in  effect 
until  the  completion  of  the  offering  (i.e., 
the  date  stabilization  and  trading  re¬ 
strictions  are  terminated).  If  the  time 
period  between  the  date  notice  is  given 
and  the  revised  expected  offering  date  is 
greater  than  ten  business  days,  short 
sale  restrictions  will  terminate  until  the 
opening  of  business  on  the  tenth  business 
day  prior  to  the  revised  expected  offering 
date. 

While  this  formulation  of  the  Rule 
would  not  preclude  persons  interested  in 
a  distribution  from  establishing  and  re¬ 
establishing  an  expected  offering  date 
numerous  times  (with  an  obvious  con¬ 
sequent  impact  on  the  mart^t) ,  the  Com- 
mi^ion  believes  that  the  prohibition 
against  bad  faith  or  baseless  estimates 
contained  in  paragraph  (b)(2)  of  the 
proposed  attentive  Rule,  combined  witti 
the  fact  that  an  offering  which  is  too 
frequently  rescheduled  is  unlikely  to  suc¬ 
ceed  (since  for  example,  prospective 
syndicate  members  do  not  wish  to  be  pre¬ 
cluded  from  normal  market  activities  by 
Rule  lOb-6  imder  the  Act  (17  CPR 
§  240.10b-6)  for  a  lengthy  or  indefinite 
period) ,  is  sufficient  to  prevent  abuse  of 
the  proposed  alternative  Rule’s  flexibility 
in  this  regard. 

c.  Request  for  comment  on  prior  ap¬ 
proach.  In  publishing  the  alternative 
version  of  Rule  lOb-21  discussed  herein, 
the  Commission  wishes  to  reemphasize 
that  it  is  not,  by  so  doing,  abandoning 
the  regulatory  approach  contemplated  in 
the  April,  1975  versima  of  the  Rule.  The 
Commission  hereby  notifles  all  cmnmen- 
lators  that  it  is  still  activelsp  consider¬ 
ing,  in  Ueu  of  restricting  short  sales  by 
means  of  a  “tick”  test,  the  version  of 
Rule  lOb-21  published  in  April,  1975,  pro¬ 
hibiting  the  covering  of  short  sales  effect¬ 
ed  during  the  pre-offering  period  with 
shares  purchased  in  the  offering,  as  well 
as  the  covering  of  short  sales  effected 
during  the  flve  days  prior  to  the  expect¬ 
ed  offering  date  with  shares  purchased 
within  a  flve  day  period  after  the  com¬ 
mencement  of  the  offering  or  before  the 
termination  of  the  offering,  whichever 
is  earlier.  Commentators  are  specifically 
requested  to  c(»npare  and  contrast  the 
version  of  Rule  lOb-21  published  herein 
with  that  published  in  April,  1975,  to  de¬ 
scribe  the  probable  impact  of  each  of  the 
two  approaches  on  short  selling  prior  to 
and  during  underwritten  offerings,  and 
to  indicate  which  of  the  two  approaches 
(or  some  combination  thereof)  they  be¬ 
lieve  should  be  adopted  by  the  Commis- 
sicm. 

Amsndionts  to  Paragraphs  (a)  (6)  and 
(a)  (7)  OP  RtJLE  17a-3 

The  proposed  amendments  to  para¬ 
graphs  (a)  (6)  and  (a)(7)  of  Rule  17ar-3 
published  for  comment  with  proposed 
Rule  lOb-21  in  April,  1975,  intended  to 
extend  the  “long”  and  “short”  Tnft.rif(ng 
requirements  of  Rule  lOa-1  to  over-the- 
counter  sales,  have  been  revised  to  en¬ 
sure  that  they  will  not  apply  to  sales  of 
exempted  securities  or  mimiclpal  securi¬ 
ties.  m  addition,  paragraph  (a)(7)  of 
the  Rule  has  been  revised  to  clear 
that  the  marking  requirements  of  Rule 
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17a-3  apply  to  sales  to  dealers  effected 
by  persons  other  than  brokers  or  dealers 
(as  well  as  to  sales  by  dealers  to  such 
pers<Mis). 

Reqxtest  for  Public  Cobiment 

The  Seciirities  and  Exchange  Commis¬ 
sion  her^y  proposes  Rule  lOb-21  and 
amendments  to  Rules  17a-3(a)  (6)  and 
17a-3(a)(7).  Rule  lOb-21  would  be 
adc^ted  pursuant  to  Sections  2,  3,  9,  10, 
12,  13,  15,  17,  and  23  of  the  Securities 
Exchange  Act  of  1934  and  Sections  7, 10, 
and  19  of  the  Securities  Act  of  1933  (IS 
U.S.C.  78b,  78c,  781,  78j,  781,  78m.  78o, 
78q,  78w,  77g,  77j,  and  77s) .  The  amend¬ 
ments  to  paragraphs  (a)  (6)  and  (a)  (7) 
of  Rule  17a-3  would  be  adopted  pursuant 
to  Sections  17  and  23  of  the  S^urities 
Exchange  Act  of  1934  (IS  U.S.C.  78q  and 
78w). 

The  texts  of  proposed  Rule  lOb-21  and 
of  paragraphs  (a)  (6)  and  (a)  (7)  of  Rule 
17a-3.  as  proposed  to  be  revised,  are  set 
forth  below  (Rule  lOb-21  has  be^  com¬ 
pletely  revised;  changes  to  Rules  17ar-3 

(a)  (6)  and  17a-3(a)(7)  from  prior  ver¬ 
sions  of  the  proposals  are  indicated  as 
follows) : 

(Additions  are  Indicated  by  arrows  a-and'4, 
and  deletions  therefrom  by  brackets  [and]) . 

§  240.10I>-21  Restrictions  on  short  sales 
in  connection  with  public  offerings. 

(a)  Definitions.  For  purposes  of  this 
section;  (1)  The  term  “short  sale”  shall 
have  the  meaning  set  forth  in  §  240.31>-3 
(Rule  3b-3  under  the  Act) ; 

(2)  The  term  “listed  security”  shall 
mean  any  equity  security  registered,  or 
admitted  to  unliked  trading  privileges, 
on  a  national  securities  exchange; 

(3)  The  term  “NASDAQ  security” 
shall  mean  any  equity  security  (other 
than  a  listed  security  as  to  which  trans¬ 
actions  are  reported  in  the  consolidated 
transaction  reporting  system  contem¬ 
plated  by  9  240.17a>15  (Rule  17a-15  un¬ 
der  the  Act))  traded  over-the-counter 
which  meets  the  qualifications  set  forth 
In  Schedule  D  of  the  By-Laws  of  the  Na¬ 
tional  Association  of  Securities  Dealers, 
Inc.  (the  “NASD”)  for  inclusion  in,  and 
which  is  included  in.  NASDAQ,  the  elec¬ 
tronic  interdealer  quotation  system  own¬ 
ed  and  operated  by  the  NASD; 

(4)  The  term  “arbitrage”  shall  mean: 
(i)  a  piurchase  or  sale  of  a  security  in 
one  marifet  together  with  an  offsetting 
sale  or  purchase  of  the  same  security  in 
a  different  market  at  as  nearly  the  same 
time  as  practicable,  for  the  purpose  of 
taking  advantage  of  a  current  difference 
in  prices  in  the  two  markets,  or 

(ii)  a  purchase  of  a  security  which  is. 
without  restriction  other  than  the  pay¬ 
ment  of  money,  exchangeable  or  conver¬ 
tible  within  90  calendar  days  following 
the  date  of  its  purchase  into  a  second  se¬ 
curity  together  with  an  (^setting  sale 
at  or  about  the  same  time  of  such  second 
security  for  the  purpose  of  taking  ad¬ 
vantage  of  a  current  difference  in  the 
price  of  the  two  securities; 

(5)  The  term  “qualified  third  market 
maker”  shall  have  the  meaning  set 


forth  in  9  240.17a-16  (Rule  17a-16  under 
the  Act) ; 

(6)  The  term  “c(Hnpetitive  offering" 
shall  mean  an  underwritten  offering  for 
cash  of  a  class  of  equity  securities  pur¬ 
suant  to  a  registration  statemoit  filed 
under  the  Securities  Act  of  1933  or  pur¬ 
suant  to  a  notification  oirForm  1-A  un¬ 
der  such  Act  in  connection  with  which 
the  issuer  of  the  securities  to  be  offered, 
or  other  person  on  whose  behalf  the  of¬ 
fering  is  to  be  made,  has  issued  a  public 
invitation  for  bids  to  underwrite  the 
offering; 

(7)  The  term  “noncompetitive  offer¬ 
ing”  shall  mean  an  underwritten  offer¬ 
ing  for  cash  of  a  class  of  equity  securi¬ 
ties  piu^uant  to  a  registration  statement 
filed  wider  the  Securities  Act  of  1933  or 
pursuant  to  a  notification  on  Form  1-A 
imder  such  Act  which  is  other  than  a 
cranpetitive  offering; 

(8)  The  term  “current  expected  offer¬ 
ing  date”  shall  mean^i)  In  the  case  of  a 
noncompetitive  offering,  the  most  re¬ 
cently  established  date  which  the  un¬ 
derwriter  (or,  in  offerings  involving  more 
than  one  imderwriter,  the  managing  un¬ 
derwriter)  has  estimated,  in  good  faith, 
will  be  the  date  on  which  the  offering 
will  commence;  or 

(ii)  In  the  case  of  a  competitive  offer¬ 
ing.  the  most  recently  established  date 
which  the  issuer  (or  other  person  on 
whose  behalf  the  offering  is  to  be  made) 
has  estimated,  in  good  faith,  will  be  the 
date  on  which  a  bid  (or  bids)  will  be 
accepted; 

(9)  The  term  “subject  security,”  when 
used  in  connection  with  restrictions  es¬ 
tablished  by  this  section  with  respect  to 
short  sales  prior  to  or  during  any  com¬ 
petitive  or  noncompetitive  offering,  shall 
mean  any  securities  of  the  same  class  as 
those  to  be  offered  (or  which  are  being 
offered)  in  a  competitive  or  noncompeti¬ 
tive  offering  of  listed  or  NASDAQ 
securities. 

(10)  The  term  “Independent  bid.” 
when  used  in  connection  with  the  price 
at  which  a  short  sale  of  subject  securities 
may  be  made,  shall  mean  a  firm  offer  to 
purchase  subject  securities  made  by  or 
on  bdialf  of  a  person  other  than  (i)  The 
person  effecting  or  proposing  to  effect 
the  short  sale,  or 

(11)  Any  person  directly  or  indirectly 
controlling,  controlled  by  or  under  com¬ 
mon  control  with  the  persmi  effecting  or 
proposing  to  effect  the  short  sale. 

(11)  TTie  term  “miderwriter”  shall 
mean  a  person  who  has  agreed  with  an 
issuer  or  other  person  on  whose  behalf 
a  competitive  or  noncompetitive  offering 
of  listed  or  NASDAQ  securities  is  to  be 
(or  is  being)  made  (i)  to  purchase  se¬ 
curities  for  distribution,  (ii)  to  distribute 
securities  for  or  on  behalf  of  such  issuer 
or  other  person,  or  (ill)  to  manage  or 
supervise  a  distribution  of  securities  for 
or  on  behalf  of  such  issuer  or  other  per¬ 
son.  regardless  of  whether  the  terms  and 
conditions  of  the  distribution  have  been 
agreed  upon; 

(12)  The  term  “managing  underwrit¬ 
er”  shall  mean,  in  the  case  of  a  com¬ 


petitive  or  noncompetitive  offering  in¬ 
volving  more  than  one  underwriter,  the 
underwriter  or  underwriters  designated 
by  all  of  the  imderwriters  as  (or,  if  not 
so  designated,  serving  as)  the  managing 
or  a  co-managing  underwriter  or  under¬ 
writers,  or  as  the  representative  or  a 
co-representative  of  all  of  the  under¬ 
writers. 

(13)  The  term  “designated  persons,” 
when  used  in  connection  with  any  notice 
required  to  be  provided  pursuant  to  para¬ 
graphs  (e) .  (f )  and  (g)  of  this  section, 
shall  mean 

(1)  The  Securities  and  Exchange  Com¬ 
mission; 

(ii)  Each  national  secvirities  exchange 
on  which  securities  of  the  class  being  of¬ 
fered  in  any  competitive  or  noncompeti¬ 
tive  offering  Are  (or  are  to  be)  listed  or 
admitted  to  unlisted  trading  privileges; 

(ill)  Each  national  securities  associa¬ 
tion  having  one  or  more  members  which 
act  as  qualified  third  market  makers^th 
respect  to  securities  of  the  class  being 
offered; 

(iv)  The  Consolidated  Tape  Associa¬ 
tion;  and 

(v)  The  Options  Price  Reporting  Au¬ 
thority  (in  the  case  of  a  class  of  securi¬ 
ties  underlying  call  options  admitted  to 
trading  on  any  national  securities  ex¬ 
change)  . 

(b)  General  prohibition.  It  shall  con¬ 
stitute  a  “manipulative  or  deceptive  de¬ 
vice  or  contrivance,”  as  that  term  is  used 
in  section  10(b)  of  the  Act,  (1)  For  any 
person  to  effect  for  his  own  account  or 
the  account  of  any  other  person,  directly 
or  indirectly,  any  short  sale  of  a  subject' 
security  prior  to  or  during  any  competi¬ 
tive  or  noncompetitive  offering  of  listed 
or  NASDAQ  securities  in  contravention 
of  the  terms  and  conditions  specified 
herein;  or 

(2)  For  an  underwriter  or  managing 
underwriter,  in  the  case  of  a  noncompet¬ 
itive  offering  of  listed  or  NASDAQ  se¬ 
curities.  or  for  an  Issuer  or  other  person 
on  whose  behalf  an  offering  is  to  be 
made,  in  the  case  of  a  competitive  offer¬ 
ing  of  listed  or  NASDAQ  securities,  to 
announce  or  give  notice  of  any  date  as 
the  date  on  which  such  offering  is  ex¬ 
pected  to  commence  or  on  which  a  bid 
(or  bids)  will  be  accepted  otherwise  than 
in  good  faith  or  without  a  reasonable 
basis,  under  the  circumstances,  for  be¬ 
lieving  that  such  date  will  be  the  date  on 
which  such  offering  will  commence  or  on 
which  a  bid  (or  bids)  will  be  accepted,  or 
fail  to  provide  timely  notice  of  the  cur¬ 
rent  expected  offering  date  with  respect 
to  such  offering  (or  of  any  revision  of 
that  date),  and  of  the  termination  of 
stabilizing  arrangements  and  trading  re¬ 
strictions  among  imderwriters  with  re¬ 
spect  to  such  offering,  in  accordance  with 
the  terms  and  conditions  specified  herein. 

(c)  Restrictions  on  short  selling.  (1) 
Notwithstanding  the  provisions  of 
I  240.10a-3(T)  (Rule  10a-3(T)  under  the 
Act) ,  no  person  who  has,  or  in  the  exer¬ 
cise  of  reasonable  care  should  have, 
knowledge  of  the  current  expected  offer¬ 
ing  date  with  respect  to  any  competitive 
or  noncompetitive  offering  of  list^  secu¬ 
rities  shall  effect  for  his  own  account  or 
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the  account  of  any  other  person,  directly 
or  indirectly,  a  short  sale  of  any  subject 
security  during  the  period  beginning  at 
the  opening  of  business  on  the  tenth  busi¬ 
ness  day  preceding  the  current  expected 
offering  date  (or.  in  the  event  notice  of 
the  current  expected  offering  date  pre¬ 
cedes  the  current  expected  offering  date 
by  less  than  ten  business  days,  at  the 
time  such  person  first  knows,  or  in  the 
exercise  of  reasonable  care  should  have 
known,  of  the  current  expected  offering 
date)  and  ending  at  the  close  of  business 
on  the  date  stabilizing  arrangements 
and  trading  restrictions  among  the  un¬ 
derwriters  of  such  offering  are  termi¬ 
nated,  except  in  accordance  with  the  pro¬ 
visions  of  §  240.10a-l  (Rule  lOa-1  under 
the  Act) . 

(2)  No  person  who  has,  or  in  the  exer¬ 
cise  of  reasonable  care  should  have, 
knowledge  of  the  current  expected  offer¬ 
ing  date  with  respect  to  any  competitive 
or  noncompetitive  offering  of  NASDAQ 
securities  shall  effect  for  his  own  account 
or  the  account  of  any  other  person,  di¬ 
rectly  or  indirectly,  a  short  sale  of  any 
subject  security  over-the-counter  during 
the  period  beginning  at  the  opening  of 
business  on  the  tenth  business  day  pre¬ 
ceding  the  current  expected  offering 
date  (or,  in  the  event  notice  of  the  cur¬ 
rent  expected  offering  date  precedes  the 
current  expected  offering  date  by  less 
than  ten  business  days,  at  the  time  such 
person  first  knows,  or  in  the  exercise  of 
reasonable  care  should  have  known,  of 
the  current  expected  offering  date)  and 
ending  at  the  close  of  bvisiness  on  the 
date  stabilizing  arrangements  and  trad¬ 
ing  restrictions  among  the  underwriters 
of  such  offering  are  terminated,  below  a 
price  54  point  above  the  highest  inde¬ 
pendent  bid  displayed  in  Level  2  of 
NASDAQ  at  the  time  of  the  proposed 
short  sale. 

(8)  For  purposes  of  computing  the 
price  at  which  a  short  sale  of  a  subject 
security  may  be  made  under  paragraph 

(c)  (1)  and  (2)  of  this  section,  the  price 
at  which  the  short  sale  is  effected  shall 
be  deemed  to  be  the  transaction  price 
recorded  on  the  trade  ticket  less  any 
commission,  commission  equivalent  or 
differential  charged  by  any  dealer  (act¬ 
ing  as  principal)  to  whom  the  sale  is 
made. 

(d)  Exceptions.  TTie  restrictions  on 
short  sales  of  subject  securities  imposed 
by  this  section  shall  not  apply  to  (1)  Any 
bona  fide  foreign  or  domestic  arbitrage 
transaction; 

(2)  Any  dealer,  which  is  registered 
with  a  national  securities  exchange  as  a 
specialist  or  market  maker  in  the  subject 
securities  to  be  sold  or  which  is  regis¬ 
tered  as  an  odd-lot  dealer  with  respect  to 
such  securities,  acting  in  that  capacity; 

(3)  Any  dealer,  which  is  a  qualified 
third  market  maker  (i)  which  has  filed 
a  notice  for  the  subject  securities  with 
the  Commission  on  Form  X-17A-46 
(9  249.631),  or  (li)  which  has  submitted 
both  bid  and  ask  quotations  as  to  such 
securities  in  an  interdealer  quotation 


system,  communications  system  or  other¬ 
wise  on  ten  consecutive  business  days 
preceding  commencement  of  restrictions 
on  short  sales  in  accordance  w'ith  para¬ 
graphs  (c)  (1)  or  (c)  (2)  of  this  section  or 
on  each  of  at  least  twelve  days  within 
the  thirty  calendar  days  prior  to  the 
commencement  of  restrictions  on  short 
sales  in  accordance  with  paragraphs  (c) 

(1)  or  (c)  (2)  of  this  section  with  no  more 
than  four  business  days  in  succession 
without  such  a  two-sided  quotation,  act¬ 
ing  in  that  capacity;  or 

(4)  Any  transaction  in  a  NASDAQ  se¬ 
curity  effected  during  any  period  restric¬ 
tions  on  short  selling  are  in  effect  in 
accordance  with  paragraphs  (c)(1)  or 
(c)  (2)  of  this  section  which,  if  effected 
on  a  national  securities  exchange  (and 
if  the  seciuity  were  a  listed  security), 
would  be  exempted  from  the  operation 
of  §  240.10a-l  (Rule  lOa-1  under  the 
Act)  by  virtue  of  paragraphs  (e)(1),  (e) 

(2)  or  (e)(10)  of  §240.10a-l. 

(e)  Notice  of  current  expected  offering 
date.  In  connection  with  any  competitive 
or  noncompetitive  offering  of  listed  or 
NASDAQ  securities  (other  than  the  ini¬ 
tial  public  offering  for  the  class  of  securi¬ 
ties  which  is  the  subject  of  the  offering) , 
the  issuer  or  other  person  on  whose  be¬ 
half  the  offering  is  to  be  made,  in  the 
case  of  a  competitive  offering,  or  the 
underwriter  or  managing  imderwriter,  in 
the  case  of  a  noncompetitive  offertog, 
shall  establish  in  advance  of  the  date  on 
which  the  offering  is  to  commence,  as 
accurately  as  practicable  under  the  cir¬ 
cumstances.  a  current  expected  offering 
date  and  shall  notify  all  designated  per¬ 
sons  no  later  than  the  close  of  business 
on  (1)  the  date  on  which  such  person  es¬ 
tablishes  the  ciurent  expected  offering 
date,  or  (2)  the  eleventh  business  day 
prior  to  the  current  expected  offering 
date,  whichever  is  later,  of  the  identity 
of  the  offering  and  the  current  expected 
offering  date. 

(f )  Notice  of  change  in  expected  offer¬ 
ing  date.  In  the  event  that,  subsequent  to 
any  date  on  which  notice  is  given  of  a 
current  expected  offering  date,  the  per¬ 
son  required  to  provide  such  notice 
knows,  or  in  the  exercise  of  reasonable 
care  should  know,  that  the  offering 
which  was  the  subject  of  such  notice  will 
not  commence  on  or  before  the  date 
specified  therein,  such  person  shall  pro¬ 
vide,  as  promptly  as  practicable  under 
the  circumstances,  notice  to  all  desig¬ 
nated  persons  of  (1)  the  identity  of  the 
offering;  (2)  the  fact  that  such  offering 
is  no  longer  expected  to  commence  on  the 
date  specified  in  such  person’s  prior  no¬ 
tice;  and  (3)  the  revised  current  expected 
offering  date  (in  accordance  with  para¬ 
graph  (e)  of  this  section) ,  the  fact  that 
such  offering  has  been  postponed  indefi¬ 
nitely  or  withdrawn,  or  his  representa¬ 
tion  that  notice  of  a  new  current  ex¬ 
pected  offering  date  will  be  given  at  a 
future  date  (in  accordance  with  para¬ 
graph  (e)  of  this  section) . 

(g)  Notice  of  termination  of  offering. 
In  conneqtion  with  any  offering  as  to 


which  notice  of  the  current  expected  of¬ 
fering  date  is  required  to  be  given  in  ac- 
cordtmce  with  paragraph  (e)  of  this  sec¬ 
tion,  the  person  required  to  give  such 
notice  shall  notify  all  designated  persons 
no  later  than  the  close  of  business  on  the 
date  stabilizing  arrangements  and  trad¬ 
ing  restrictions  among  the  undervrrlters 
of  such  offering  are  terminated  of  the 
identity  of  the  offering  and  the  fact  that 
such  arrangements  and  restrictions  have 
been  terminated. 

(h)  Exemptions.  This  rule  shall  not 
prohibit  any  transaction  or  transactions 
which  the  Commission,  upon  written  re¬ 
quest  or  upon  its  own  motion,  exempts, 
whether  unconditionally  or  on  specified 
terms  and  conditions,  as  not  constituting 
a  manipulative  or  deceptive  device  or 
contrivance  comprehended  by  the  pur¬ 
poses  of  this  section. 

(Secs.  2.  3.  15.  17,  23,  Pub.  L.  78-291,  48  Stat. 
881,  882,  895,  897,  891,  as  amended  by  secs.  2, 

3,  11.  14,  18.  Pub.  L.  94-29,  89  SUt.  97.  97.  121, 
137,  155  (15  U.S.C.  78b,  78c,  78o,  78q.  78w,  as 
amended  by  Pub.  L.  94-29  (June  4,  1975)); 
secs.  9.  10.  Pub.  L.  78-291.  48  Stat.  889,  891 
(15  U.S.C.  78i,  78j):  secs.  12.  13.  Pub.  L.  78- 
291,  48  Stat.  892,  894,  as  amended  by  secs.  3, 

4,  Pub.  L.  88-467,  78  Stat.  565,  569  (15  U.S.C. 
781,  78m);  secs.  7.  10.  19,  Pub.  L.  73-22,  48 
Stat.  78,  81.  85  (15  U.S.C.  77g,  77J.  77s).) 

§  240.17a— 3  Records  to  be  made  by  cer¬ 
tain  exchange  members,  brokers  and 
dealers. 

(а)  •  ♦  * 

(б)  A  memorandum  of  each  brokerage 
order,  and  of  any  other  instruction,  given 
or  received  for  the  purpose  of  sale  of 
securities,  whether  executed  or  unexe¬ 
cuted.  Such  memorandum  shall  show 
the  terms  and  conditions  of  the  order  or 
instructions  and  of  any  modification  or 
cancellation  thereof,  the  account  for 
which  entered,  the  time  of  entry, 
whether,  if  a  sale  ►of  a  security  other 
than  an  exempted  s^urity  or  a  munici¬ 
pal  security-^,  the  order  is  entered 
“long”  or  “short,”  the  price  at  which 
executed  and,  to  the  extent  feasible,  the 
time  of  execution  or  cancellation.  An 
order  shall  not  be  marked  “long”  imless 

(i)  the  security  to  be  delivered  after  sale 
is  carried  in  the  account  for  which  the 
sale  is  to  be  effected,  or  (ii)  the  broker- 
dealer  is  informed  that  the  seller  owns 
the  security  ordered  to  be  sold  and,  as 
soon  as  is  possible  without  undue  incon¬ 
venience  or  expense,  will  deliver  the  se¬ 
curity  owned  to  the  account  for  which 
the  sale  is  to  be  effected.  Orders  entered 
pursuant  to  the  exercise  of  discretionary 
power  by  such  member,  broker,  or  dealer, 
or  any  employee  thereof,  shall  be  so  des¬ 
ignated.  The  term  “instruction”  shall  be 
deemed  to  include  instructions  between 
partners  and  employees  of  a  member, 
broker  or  dealer.  The  term  “time  of  en¬ 
try”  shall  be  deemed  to  mean  the  time 
when  such  member,  broker,  or  dealer 
transmits  the  order  or  instruction  for 
execution  or,  if  it  is  not  so  transmitted, 
the  time  when  it  is  received. 
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(7)  A  memorandum  of  each  purchase 
and  sale  of  securities  for  the  account  of 
such  member,  brok^  or  dealer  showing 
the  price  and.  to  the  extent  feasible,  the 
time  of  execution;  smd,  in  addition, 
where  su(^  purcha^  or  sale  is  with  a 
^person'^  [cxistomerj  other  than  a 
broker  or  dealer,  a  memorandum  of  each 
order  received,  showing  the  time  of  re¬ 
ceipt,  the  terms  and  conditions  of  the 
order,  the  account  in  which  it  was  en¬ 
tered  and  whether.  If  a  sale  ►of  a  se¬ 
curity  other  than  an  exempted  security 
or' a  municipal  security  by  or  to  such 
member,  broker,  or  dealer-^,  such  scale 
was  effected  "kmg"  unless  (i)  the  secu¬ 
rity  to  be  delivered  after  sale  is  carried 


PROPOSED  RUIES 

in  the  account  for  w'hich  the  sale  is  to 
be  effected,  or  (ii)  the  broker-dealer  is 
informed  that  the  seller  owns  the  secu¬ 
rity  ordered  to  be  sold  and,  as  soon  as 
is  posible  without  undue  inconvenience 
or  expense,  will  deliver  the  security 
owned  to  the  account  for  which  the  sale 
is  to  be  effected. 

(Secs.  17.  23,  Pub.  L.  78-291,  48  Stat.  897, 
901,  as  amended  by  secs.  14. 18,  Pub.  L.  94-29, 
89  Stat.  137  155  (15  UJ8.C.  78q,  78w).) 

•  •  «  •  • 
All  interested  persons  are  invited  to 
submit  written  views,  data  and  argu¬ 
ments  with  respect  to  the  above  proposal 
and  amendments.  Persons  wishing  to 
make  such  siibmissions  should  file  six 


copies  thereof  with  George  A.  Fitzsim¬ 
mons,  Secretary,  Securities  and  Ex¬ 
change  Commission,  Room  892,  500 
North  Capitol  Street,  Washington,  D.C. 
20549,  not  later  than  February  10,  1977. 
All  submissions  should  make  reference 
to  File  No.  S7-510,  and  will  be  available 
for  public  inspection  at  the  Commission’s 
Public  Reference  Room.  Room  6101, 1100 
L  Street.  NW.  Washington,  D.C. 

By  the  Commission. 

George  A. -Fitzsimmons, 
Secretary. 

December  21,  1976. 

[PR  Doc.76-38069  Pllbd  12-27-78:8:46  am] 
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